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Dear Shareholders:

As both the CFO, and loter the CEC of Cverand Storage, | witnessed a
great dedl of “renewal" during fiscal 2007. | firmly believe the changes we
eflected during the year have positioned Overand for o brighter future,

Renewal of manufacturing excellence. Over the past two years, two issues
have significantly impacted our operoting results: the failure of our pariner-
ship effort for outsourced manufacturing, and o protracted period of
investment in new products. In the second half of fiscal 2007, we were able
lo resolve both of these issves, and ! am pleased to have them behind us.
We hove successfully transitioned our manufacturing back to corporate
headquarters, and believe that we have made adequate provisions for all
costs related to the transition. Additionally, and of primary importance, we
have restored quality and customer service to the high standards for which
we were previously known.

Renewal of executive and senlor monagement. After we struggled with a
number of significant execution issues, in November 2006 Scott McClendon,
our chairman ond former CEQ for over ten years, was appointed intedm
CEQ ond we began a search for o permanent CEQ. In the nine months
thot followed, Scott addressed a number of critical issues and helped 1o
stabilize the company. In August 2007, the board asked me o assume the
position of president and CEQ, and it was with great pleasure thot |
accepted. Scott and | worked as a team since before the company went
public in 1997, and | am grateful 16 him for his return to duty and his stabilizing
influence. Other changes included the promotion of Roberl Farkaly, who
had been ow senior director of product manogement responsible for disk-
based gppliances. to the role of vice president of worndwide sales; and the
naming of Kurt Kalbfleisch, a 12-year veteran of Overand and previously
ouwr vice president of finance, o the post of interim chief financial officer.
assuming my former role.

Renewal of our product portfolios. We have accelerated the delivery of
new products. Since the start of fiscal 2007, we have kaunched nine new
products, including three in our new ARCvault™™ line of affordable tape-
based gutomation solutions, four new versions of our REQ SERIES? disk-based
bockup and recovery applionces, and two new state-of-the-ar ULTAMUS™
RAID storage omrays for nearline data protection. Furthermore, we have
three odditional new REQ® products in the pipeline that we are scheduled




to introduce before the end of calendor 2007. Al thal ime. we will have achieved a
maijor goal, as our REQ products will represent what we believe is the most complete
and capable set of disk-posed data protection appliances available from any single
company in the world.

Renewal of our award-winning channel relationships. in order to more efficiently
support all of our reseller and DMR partners, as well as 1o better allocate our sales,
marketing and support services, we implemented a "lisred" partner program. On the
basis of sales volume, pariners are now designated as Platinum. Gold or Silver Partners
ond they receive varying lavels of support depending on that designalion. Additionally,
we are in the process of revitalizing and retraining our sales force to ensure hat they
better anticipate customer needs and satisfy those needs by formulating an appropriate
combination of Overand products. We are also developing a progrom to provide this
same knowledge level to our partners. Our collective goal is to help end-user
custamers solve thelr cument data protection problems with the most efficient and
cost-effective Overland products. As customers’ operations grow and their needs
increase, we hope that the satisfaclion they receive from Overand products and
services will compel them to return to Overland for additional products.

i am grotified that we have reduced quarterly operoting expenses o a 3-year low,
have no debt on our balance sheet. and delivered many new products with more on
Ihe way. | believe we are now in @ viable position to execute on cur newly-focused
strategy to provide the market with the most complete set of smar, affordable dota
proteclion oppliances thot help mid-range and distributed enlerprises ensure their
data is constantly protected, readily available and always there. We now offer our
torgeted custormers o portfolio of disk- and tape-based solutions that reduce the
backup window, improve data recovery speed, simplity short- and long-term data
retention and make cost-effective disaster recovery a reality.

| am excited to be leading the Overland team at this time. | firmly believe we are all
energized and commitled to achieving our goals for fiscal 2008 and beyond.

Sincerely,

1 A

Vernon A. LoForti
President and CEQ
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© Product Overview

Fueled by new ond increosingly demanding applications, / 2007 Milestones \\
data growth and its protection continue to challenge and
perplex even the savviest IT and storage managers in mid-
range ond diskributed enterprises, Issues such as reducing 1/2007 REOQ 1500
backup time, improving speed of daia recovery, making
disoster recovery practical and improving data retention
copobilities cre the hot topics in trade press and at indusiry 4/2007 ARCvault 48
gotherings.

7/2006 ARCvault 12, 24

2/2007  ULTAMUS RAID 1200

5/2007 U104 drives In NEO SERIES

Overland Storoge has been developing and ossembling o 872007 REO 9100
portialio of selutions that have enabled us to become o

leading provider of smart, affordable liered dota protection REO 4500

applionces that help mid-range and distributed enterprises ' ULTAMUS RAID 4800

wilh these chaklenges. In FY 2007, we updated all of our \

product lines, os noled in the milestones, N LTO-4 drives In ARC‘"’“'f Y

Moving forward, Overland will continue to focus on the four elements that, when combined, make our tiered
data protection strategy unigue:
* World-class channel, thanks to our relentless, passionate focus on using o channel-only
sales model.
* Multi-flered, intelligent protection... whether il's recovery in seconds, minutes or hours,
Overlond has the right level of protection for your needs.
» Appllance format that mokes purchasing, deployment and configuration easy tor
chanel partners and end users.
» Aftordability makes Overland solutions ideal for any organizafion looking to get excellent
volue from thelr IT dolior.

As we enler FY 2008, we have the broadest portfolio of solutions in our proud, 27-year history. Whether it's
solving backup issues, improving data recovery, simplifying data retention or making cost-effective disosier
recovery a redlily, Overland is there, And there are more products to come. In a relotively short period of time,
we expect fo be delivering what will arguably be the most capable and comprehensive set of disk-based dota
protection applionces from any single vendor in the morkelplace.
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Protecting Nearline Data: High-Performance Protected Storage

As storage and backup architectures become more complex, nething is
more welcome than cost-effective, high-performance solutions that simply
work. During FY 2007, Overland introduced a new generation of ULTAMUS
solufions... the ULTAMUS RAID 1200 ond the ULTAMUS RAID 4800.

With its cutting-edge SAS architecture, flexible SAS/SATA drive support and
world-class refiobility, the ULTAMUS RAID 1200 is welsvited for opplication doto
storage in organizations of any size, The ULTAMUS RAID 4800, with its imposing
drive density ond performance. Is the natural complement to the 1200, To-
gether. these appliances provide the first fier in data protection and enable
Overlond to greatty expand the markets we serve and the needs we address.

{
REO SEFltlES'S’

The Standard for Backup & Recovery Excellence

With over 5,000 fielded units, REQ SERIES with Virtual Tape Library (VTL)
remains the leader in affordable and rapid backup performance and
data recovery. This yaar, the best got even better. REC appliances
adopied a new SAS-based architecture, giving it oulstanding performance
ond scalability at an affordoble price point. In fact, REC oppliances reached
a tremendous milestone... moking @ backup of 2 TB per hour a reclity,

REQ continues to shine. Thonks fo its superior versatility, REQ ¢an be
configured in any combination of VILs, libraries, virtual tape drives and/or
disk volumes, REQ's unique Protection OS™ software delivers a core set of
volume, virtualization and connectivity features, making it a superior
backup solution to standard RAID arrays.

S NN I B3
NEO SE‘RIES@ & ARCvauui™
Trusted, Cost-Effective Data Retention

when it comes to dola retention and archival, T managers turn to NEO and
ARCvaull tope automation solutions, NEQ SERIES appliances provide
market-proven flexibility and scalability with the latest in LTO-4 drive
technclogy. empowering even the most complex tiered dota protection
stralegies.

For those customers simply locking for economical tope-based protection,
Overand's ARCvaull family provides affordable, high-copocity tape
storage with unsurpassed simplicity. This one-two punch enables Overand
to meet all of the evolving demands for tape-based solufions.

Overland Storage u




9 Selected Financial Data |

FISCAL YEAR :
{in thousonds, excep! for per share dolo)’ 2007 m m 2~0°4 m

INCOME STATEMENT DATA:
Net revenues $ 160,443 $209.038 $235487 $238.139  $195881
Gross profit 24,343 44,446 60917 64,654 54018
{Loss} income from operations {44.845) {25.931) 3,524 15,598 10,310
{Loss) income before income taxes {43,834) (23,311} 5.068 16,199 10,193
Net {loss) income {44,111) {19,485} 4,578 10,625 4,682

Net {loss) income per shareZ
Basic $ (345 % {1.42) $ 033 §$& 079 3 059
Diluted $  [3.45) % (1.42) $ 032 % 074 3 054

BALANCE DATA SHEET:

Cash, cash equivalents and

short-term investments $ 22825 $ 62,512 $ 76,887 $ 69,657 $ 55,020
Working capitol 39,566 76,381 110,363 103.244 84,324
Total assets 88,053 144,769 164,554 144,851 130.922
Long-term debd, inclusive

of cument portion -_— - — - 3.957
Shareholders’ equity 42.110 $5.438 121,494 113.514 93,264

! Fiscal yeor ended on June 30,
15e0 Nole 1 to our consolidoted finoncial statements for an explanation of shares used in compuiing nel (loss) income per share
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UNITED STATES
SECURITIES AND EXCHANGE COMIRHSESI}G%%F;M

Washington, DC 20549

|
FORM 10-K . OCT 132 2007

(Mark One) ) ;
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d)]lOF THE SECUR[SB[E§
EXCHANGE ACT OF 1934
For the fiscal year ended: JULY 1, 2007
OR
O TRANSITION REPORT PURSUANT TO SECTION 13 or 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the transition period from to
Commission File Number: 000-22071
OVERLAND STORAGE, INC.
(Exact name of registrant as specified in its charter)
CALIFORNIA 953535285
(State or other jurisdiction of incorporation or organization) {IRS Employer Identification No.)
4820 Overland Avenue, San Diego, California 92123
(Address of principal executive offices) (Zip Code)
(858) 571-5555

(Registrant’s telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which repistered
Common Stock, no par value The NASDAQ Global Market

Securities registered pursuant to Section 12(g) of the Act: None
Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securitics Act. Yes 0O No &
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes O Noe &

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securitics Exchange
Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has
been subject to such filing requirements for the past 90 days. Yes X1 No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this chapter) is not contained
herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statcments incorporated by
reference in Pant 1] of this Form 10-K or any amendment to this Form 10-K. O

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
“accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer O Accelerated fiter O Non-accelerated filer X
Indicate by check mark whether the registrant is a shell company (as defincd by Rule 12b-2 of the Act). Yes O No )

The aggregate market value of the voting stock held by non-affiliates of the registrant as of December 31, 2006, the last business day of the
registrant's second fiscal quarter, was approximately $48,391,767 (based on the closing price reported on such date by The NASDAQ
Global Market of the registrant’s Common Stock). Shares of Common Stock held by officers and directors and holders of 10% or more of
the outstanding Common Stock have been excluded from the celculation of this amount because such persons may be deemed to be
affiliates. This determination of affiliate status is not necessarily a conclusive determination for other purposes.

As of August 17, 2007, thi: number of outstanding shares of the registrant's Common Stock was 12,756,466.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the proxy statement to be filed in connection with registrant’s Annual Meeting of Sharcholders 1o be held on
November 13, 2007 (the “Proxy Statemem”) are incorporated herein by reference into Part 11) of this report.
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PART I
ITEM 1. Business.

This report contains certain statements of a forward-looking nature relating o future events or the future
performance of our company. Words such as “expects,” "anticipates,” “intends,” "plans,” “believes,” "seeks,”
“estimates, " "currently scheduled” and similar expressions or variations of such words are intended to identify forward-
looking statements, but are not the only means of identifying forward-looking statements. Prospective investors are cautioned
that such statements are only predictions and actual evenis or resulis may differ materially. In evaluating such statements,
prospective investors should specifically consider various factors identified in this report, including the matters set forth
below under the caption “Risk Factors,” which could cause actual results to differ materially from those indicated by such

Jorward-looking statements.

"o "o

Overview

We are a market leader and innovative provider of smart, affordable data protection appliances that help small and
medium-size business and distributed enterprises ensure their business-critical data is “constantly protecied, readily available
and always there.” Our range of award-winning data protection solutions include:

e the ULTAMUS SERIES™ of nearline data protection appliances;
» the REO SERIES® of disk-based backup and recovery appliances; and
» the NEO SERIES® and ARCVault™ family of tape backup and archive appliances.

These solutions span all three tiers of data storage, making us the first company to offer cost-effective, end-to-end
data protection soluticns designed for mid-range environments.

For over 25 years, we have delivered data protection solutions designed for backup and recovery to ensure business
continuity. Historically, we have focused on delivering a portfolio of tape automation solutions including loader and library
systems designed for small business and mid-range computing environments. In 2003, we expanded our product offerings to
include a family of intelligent disk-based backup and recovery appliances to complement our tape solutions. In 2007, we
introduced our line of nearline data protection appliances which we believe provide the advanced featureg, performance and
flexibility necessary to make information technology (IT) depariments as efficient and dynamic as the businesses they

support.

One of the main market differentiators of many of our products has been that we design them around a modular,
scalable architecture. This feature enables customers to purchase storage as they need it, rather than having to purchase larger
monolithic devices with excess capacity. We enable our customers to purchase an initial module 10 meet their near-term
needs, and later increase speed and capacity by adding modules that can be interconnected to function as a single system. Our
solution provides a lower price entry point, investment protection, and an increased level of fault tolerance, as each module is
self-sufficient and will continue 10 function even if another were to fail.

We also differentiate ourselves with our “go-to-market” approach. We are the only supplier in our market space that
does not have a direct sales force. The majority of our sales have historically been generated through private label
arrangements with original equipment manufacturers (OEMs). The remainder of our sales are made through commercial
distributors, direct market resellers (DMRs) and value-added resellers (VARs).

End-users of our products include small and medium-size businesses, as well as distributed enterprise customers
represented by divisions and operating units of large multi-national corporations, governmental organizations, universities
and other non-profit institutions. Qur products are used in a broad range of industry sectors including financial services,
healthcare, retail, manufacturing, telecommunications, broadcasting, research and development and many others. Our
products are sold world-wide in the Americas, EMEA (Europe, Middle East, Africa) and Asia Pacific. For our 2007 fiscal
year, 57.6% of our revenue was generated intemationally, primarily in Europe.

\o
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We were incorporated in California in 1980 as Overland Data, Inc. and changed our name to Overland Storage, Inc.
in 2002. Our headquarters are located at 4820 Overland Avenue, San Diego, California 92123, and our telephone number is
(858) 571-5555.

Our Direction and Strategy

We currently offer our customers a complete portfolio of smart, affordable data protection appliances that help small N

and medium-sized businesses and distributed enterprises ensure their data is “constantly protected, readily available and
always there.” Our product strategy is to bring enterprise-class capabilities to mid-range customers through affordable and
reliable solutions that reduce the backup window, improve data recovery speed, simplify short and long-term data retention
and make cost-effective disaster recovery more readily available. Our focus will continue to be on solutions that can be casily
sold worldwide through OEMs and our indirect network of distributors, retailers and resellers.

Historically, magnetic tape has been used for all forms of data backup and recovery because magnetic tape was, and
still is, the only cost-effective, “removable,” high capacity storage media that can be taken off-site to ensure that data is
safeguarded in case of disaster. For a number of years now, we have held a market-leading position in mid-range tape
automation with our flagship NEO™ products, and sales of tape automation appliances have represented approximately 75%
of our revenue for each of the last three fiscal years. In the fourth quarter of fiscal 2005 we commenced development of
ARCvault, a new tape automation platform. The first two products in the ARCvault family were launched in July 2006 and
the final product was launched in April 2007. Although we expect that tape solutions will continue to be the anchor of the
data protection strategy at most companies, tape backup is time consuming and often unreliable and inefficient. The process
of recovering data from tape is also time consuming and inefficient. Ultimately, we expect that tape will be relegated to an
archival role for less-frequently accessed data.

Over the lust few years, the advent of low-cost serial ATA disk and iSCSI networking technology, together with
greatly increased regulatory compliance requirements and the continued growth of digital data, have driven businesses to use
secondary storage disk-based backup appliances. One of the greatest benefits of disk-based backup is the speed of restoration.
Studies show that approximately 90% of recovered data is two weeks old or younger, or last accessed within that period. As a
result, many IT managers are electing to use disk-based appliances as an intermediate staging area, with the backup data
eventually moving to tape. Additionally, new software technologies such as replication and data deduplication are helping
disk solutions overcome the nF(:u‘lza\bilit).r and capacity advantages of tape. We have enjoyed initial success in the disk-based
backup space with our REO® VTL-based appliance, and believe that REO can also be a platform for data deduplication and
data movement software that could position REQ in the future as the most complete and capable family of disk-based
appliances in the world marketplace. We are currently in development of a number of new REQ solutions that we intend to
deliver to market in the first half of fiscal 2008.

Qur Products and Services

Our data storage products include nearline data protection appliances, disk backup ‘and recovery, data protection
software, and tape backup and archive. ' |

Nearline Data Protection Appliances

In February 2007, we introduced our ULTAMUS™ RAID nearline data protection appliances }Hhich pro\‘}ide small
to medium-sized business customers an affordable alternative to costly high-end network sttached storage (NAS) and storage
area network (SAN) solutions. The ULTAMUS RAID product family features cableless design and hot swap components
and supports RAID (Redundant Armay of Independent Disks) Levels 0, 1, 5, 6, 10 and 50, active/active RAID controlters, and
multiple 4 Gb/sec fibre channel host connections. Our ULTAMUS product family currently consists of two products:

e ULTAMUS RAID 1200 ~ ULTAMUS RAID 1200 provides the abiiity to use 12 SAS (Serial Artached

SCSI) disk drives and/or 12 SATA (Serial Advanced Technology Attachment) disk drives within the same
2U rack-mountable enclosure. This product has a native storage capacity of up to 9.0 terabytes, and is

expandable up to 60 drives and 45.0 terabytes.
OVERLAND STORAGE | 8




solution.
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ULTAMUS RAID 4800 - ULTAMUS RAID 4800 leads the industry in storage rack efficiency by offering
up to 48 SATA II disk drives in its 4U rack-rountable enclosure. This product has a native storage
capacity of up to 36.0 terabytes using SATA disk drives, and scales up to 72.0 terabytes using an additional
4U expansion chassis.

Disk Backup und Recovery

We introduced our REO SERIES of disk backup and recovery appliances in 2003. Powered by our embedded REO

Protection OS™ software, these appliances are readily configurable as virtual tape libraries (VTL), standalone virtual tape
drives, and/or disk volumes (LUNS). See “Data Protection Software” below for more information about REQ Protection OS
and our other add-on software modules. REO appliances are compatible with all popular open systems or Windows-based
backup software, physical tape drives or tape libraries. They also connect easily to Ethernet (iSCSI}) or fibre channel networks
for seamless integration into existing backup environments.

Qur REO product family currently consists of three products:

REO 1500 - Our REO 1500 product has four disk drives and a native storage capacity of up to 3.0
terabytes.

REO 4500 — Our REO 4500 product has 12 disk drives and a native storage capacity of up to 9.0 terabytes;
and our REQ 4500 expansion array can be added to an existing REQ 4500 appliance 10 expand the total
storage capacity of up to a maximum system capacity of 36.0 terabytes.

REO 9100 — With 12 or 24 disk drives and a native storage capacity of up to 18.0 terabytes, our REQ 3100
expansion array can be added to an existing REO 9000 appliance to expand the total storage capacity of up
10 a maximum system capacity of 66.0 terabytes.

Daia Protection Software

Our embedded storage operating system software {Protection OS) and add-on software module PACs

(Programmable Automation Controllers) provide data protection intelligence and advanced capabilities within and across our
appliances.

Protection OS — Qur Protection OS software delivers virtualization, data protection, management, and
connectivity features to our REO appliances, and enables users to implement our appliances in almost any
storage or backup environment. Protection OS is compatible with all popular operating systems and backup
software along with Ethernet (iSCSI) and Fibre Channel networks. In July 2006, we launched version 3.0
of our Protection OS, and in March 2007 we launched version 4.0,

REOQ Multi-Site PAC — REO Multi-Site PAC® software makes it easy 1o add more advanced backup and
recovery capabilities to our REO appliances, including mirroring and consolidation. This software is also
available to protect remote data by facilitating the transfer of data in virtual tape format from a remote REOQ
to a central REO for management and tape storage.

Tape Backup and Archive

Our automated tape libraries are devices capable of managing multiple data cartridges. These libraries incorporate

two or more tape drives 1o provide unattended backup of large quantities of data, which tape drives are supplied by other
manufacturers based on the leading mid-range tape technologies, in¢cluding LTO (Linear Tape Open) and SDLT (Super
Digital Linear Tape). Our NEO SERIES libraries have flexible configurations and feature redundant robotics, tape drives,
power supplies, controiler cards and interfaces so that no single failure can disable the entire library. Our NEO™ products
and ARCVault libraries or auteloaders can be combined with our REQ appliances far a complete disk-to-disk-to-tape




We offer three versions of our NEO product family:

s NEO 2000 — Our NEO 2000 product accommodates up to two tape drives and 30 cartridges and scales up
to cight modules high to create a system of 16 tape drives and 240 cartridges.

s NEO 4000 — Our NEO 4000 product accommodates up to four tape drives and 60 canridges and scales up
10 four modules high to create a system of 16 tape drives and 240 cartridges. Customers can configure NEO
systems with a combination of NEQ 2000 and 4000 modules.

s NEO 3000 - Our NEO 8000 product consists of a basc model with 100-cartridge capacity which can be
scaled up to 12 tape drives and 500 cartridges through a field-enabled software key. Additionally, two NEO
8000 libraries can be interconnected to provide up to 1,000 cartridge capacity and 24 tape drives.

Our new ARCYault family of tape automation solutions is designed to detiver better value to a price sensitive
market, We offer three versions of our ARCVault family that were launched in fiscal 2007:

e  ARCVault 12 — Our ARCVault 12 autoloader consists of one tape drive and accommodates up o 12
cartridges.

o ARCVauit 24 - Our ARCVault 24 tape library accommodates up to two tape drives and 24 cartridges.
»  ARCVault 48 ~ Our ARCVault 48 tape library accommodates up to four tape drives and 48 cartridges.
Related Products and Services

We also have a variety of products and services supporting our tape libraries and loaders. We currently offer the
following additional products and services:

e Deskiop and internal upgrade tape drives;

*  Sparcs, post warranty return-to-factory and on-site service; and

e Maedia, including tape cartridges for SDLT and LTO formats.
VR?® (Vuriable Rate Randomizer)

VR? is our patented data encoding technology. This technology, which is embedded in an Applications Specific
Integrated Circuit (ASIC) chip, is capable of significantly increasing the native capacity and data transfer rate performance of
linear tape technologies without requiring any changes in tape path design, recording heads and/or media. This performance
is accomplished by achieving enceding efficiency of greater than 99%. We have licensed VR?to0 Tandberg Data ASA for use
in its Scalable Linear Recording (SLR) tape drives, to Imation Corporation as the owner of the Travan technology format, to
Quantum Corporation for use in its Travan tape drive offerings, and to Sun Storage Tek for use in its T9940, T9840 and
T10000 drives and future tape drive products.

Customers

Our operating structure is designed for our mid-range strategy in that our products de not require us (o have a
“direct” (to end-users) sales or service force. We sell all of our products on an indirect basis, primarily through three channels
or types of customers: (i} OEMs; (ii) distributors and (iii) VARs and DMRs. Regardless of the channe! through which they
are sold, all of our products are designed and manufactured to meet OEM-level requirements and reliability standards.

e OEM Channel - Historically, we have had a significant OEM supply agreement with Hewlett Packard Company (HP),
which incorporates our NEO products into its system offerings. In August 2005, we announced that HP had selected an

OVERLAND STORAGE [ 8
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alternate supplier for its next-generation mid-range tape automation preducts. HP began purchasing the first product of
this new line from the alternate supplier during the first quarter of calendar year 2006. Although we believe that ous sales
10 HP will continue to decline through fiscal 2008, HP has recently relaunched the tape automation products supplied by
us with support for the new LTO4 tape drives and this may slow the rate of replacement of our supplied products by the
alternate supplier’s product.

Although we continually strive to win new OEM business, the OEM sales cycle is ofien lengthy and uncertain. It
typically consists of a general technology evaluation, qualification of product specifications, verification of product
performance against these specifications, integration testing of the product within the customers’ systems, product
announcement and votume shipment.

As is customary in the industry, our OEM contracts have an initial three-year term, provide for periodic price reviews
and the customers are not required to purchase minimum quantities. Qur existing contract with HP (initially signed in
August 2003 and extended for up to three years in July 2006} also provides that title to inventory shipped from our
warehouse into various inventory hub locations remains with us until the products are pulled by HP to fulfill its
customer’s orders. HP has been our largest customer, accounting for approximately 45.8%, 49.7% and 54.3% of sales in
fiscal 2007, 2006 and 2005, respectively. No other customer accounted for more than 10% of sales in any year during the
three-year period ended June 30, 2007.

s Distribution Channel — Our primary distribution customers include Ingram Micro, Inc., Tech Data Corporation and
Promark Technology in the United States and approximately eight technical distributors in Europe. Typically, these
distributors sell our products to smaller VARs and DMRs who in turn sell to end-users. The distribution agreements
include provisions for rights of return, stock rotation and price protection, common terms in the commercial distribution
area. Because of these terms, revenue from shipments to these customers is not recognized until the related products are
in turn sold by the distributor. We support these distributors through a dedicated field sales force and provide further
support through field sales personnel who work with the smaller VARs and catalogers to generate end-user sales and
create the pull through its distribution customers.

» VAR Channel - Our VAR channel includes systems integrators and larger VARs. Some of our VARs qualify to
purchase products direct from us while others purchase through the distribution channel. Some of these customers
specialize in the insurance, banking, financial, geophysical or medical industrics, and offer a variety of value-added
services relating to our products. Our products frequently are packaged by these customers as part of a complete data
processing system or combined with other storage devices, such as RAID systems, to deliver a complete storage
subsystem. These customers also recommend our products as replacement solutions when backup systems are upgraded,
and bundle our products with storage management software specific to the end-user’s system. We support this channel
through our field sales representatives.

Our preducts are sold both domestically and internationally and we have sales personnel tocated in various cities
throughout the world. We divide our sales into three geographical regions: (1) the Americas, consisting of North and South
America; (2) Europe, Middle East and Africa (EMEA); and (3) Asia Pacific (APAC). Primary support for customers in the
Americas is provided from our San Diego headquarters office. EMEA is supported by our wholly-owned subsidiaries located
in: Wokingham, England; Paris, France; and Munich, Germany. The subsidiary in England provides sales, technical support
and repair services, while the subsidiaries in France and Germany provide sales and technical suppon. Qur APAC customers
are supported by our sales offices in Singapore and Korea. We assign to our international distributors the right to sell our
products in a country or group of countries. In addition, many domestic customers ship a portion of our products to their
overseas customers.

Sales 10 customers outside of the United States represent a significant portion of our sales, International sales are
subject to various risks and uncertainties. See *‘Our international operations are important to our business and involve unique
risks” in Risk Factors below. Sales generated by our European channel generally show seasonal slowing during our first
fiscal quarter (July through September), reflecting the summer holiday period in Europe.
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The following table sets forth certain foreign revenue (in thousands):

Fiscal Year
2007 2006 2005

Foreign revenue:
United Kingdom $ 40925 § 47914 § 65,845
Rest of Europe 25,613 29,098 28,464
Singapore 15,247 22,940 21,822
Other foreign revenue 10,678 18,674 22,400

$ 92463 S$118,626 $138,531
Foreign revenue as a percentage of net revenue . 57.6% 56.7% 58.8%

Our marketing efforts include support for both our OEM and branded customers. OQur branded channel partners are
provided with a full range of marketing materials, including product specification literature and application notes. In addition,
we offer lead generation opportunities and market development funds to our key channel partners. Our sales management and
engineering personnel provide support to the channel partners and, in certain instances, visit potential customer sites 10
explain and demonstrate the technical advantages of our products, We maintain press relations both domestically and in
Europe, and participate in national and regional trade shows in varying degrees both domestically and internationally.

Customer Service and Support

Our technical support personnel are trained on our products, compatibility between multiple hardware platforms,
operating systems and backup, data interchange and storage management software and are equipped to respond to customer
inquiries. Additionally, our application engineers are available 10 solve more complex customer problems. Customers that
need service and support can contact us through our toll-free telephone lines, facsimile and Internet e-mail. Application notes
and user manuals can be obtained directly from our website.

For most products, we offer a program called XchangeNOW® as part of & return-to-factory warranty which enables
customers to receive an advance replacement unit or field replacement part shipped within two business days afier placing a
service request. The customer ships the defective unit back to us using the shipping materials from the replacement unit. In
addition, we generally provide:

e three-year advance replacement return-to-factory limited warranty on our ULTAMUS RAID, REO
SERIES, PowerLoader and LoaderXpress products;

e one year advance replacement return-to-factory limited warranty for our ARCvault 12 and 24 products; and

o one year on-site service limited warranty on our NEO SERIES and ARCvault 48 products, for which we
contract with third-party service providers.

In May 2007 the warranty length for NEO SERIES products was reduced from three years to one year. The second
and third year of warranty for those NEO SERIES products shipped prior to May 2007 will continue to be serviced under the
three year advance replacement return-to-factory warranty through no later than the fourth quarter of fiscal 2010. As of the
end of third quarter of fiscal 2007, our PowerLoader and LoaderXpress products were replaced by our new ARCvault
product family. Qur PowerLoader and LoaderXpress products wiil continue to be serviced under the three-year advance
replacement return-to-factory warranty, but not later than the third quarter of fiscal 2010.

Research and Development

We incurred research and development (R&D) costs of $15.0 million, $18.8 million and $10.7 million in fiscal
2007, 2006 and 2005, respectively, representing 9.4%, 9.0% and 4.5%, respectively, of net revenuc. We currently employ 38
people in our R&D department, including electrical, mechanical, software, hardware and firmware engineers who support our
products. In fiscal 2006, our development efforts were focused on three projects: (1) our ARCvault tape automation platform;
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(2) an ULTAMUS protected primary storage appliance based on acquired technology we obtained in the August 2005
acquisition of Zetta Systems (which project was abandoned in the first quarter of fiscal 2007); and (3) the addition of
scalability to our current line of REQ products. In fiscal 2007, we completed the development of the ARCvault tape
automation products, new RoHS compliant platforms for all three of our REQ products and Version 4.0 of our REO
Protection OS software. We also completed the sourcing and qualification of our new ULTAMUS RAID products. We are
currently developing both hardware and software enhancements to our REO platforms which will incorporate both
compression and data deduplication technologies. We expect R&D expenditures, which reached an all-time high as a
percentage of net revenue in fiscal 2006, to decline significantly in fiscal 2008, both absolutely and as a percentage of net
revenue. None of our R&D expenditures are customer-sponsored.

Manufacturing and Suppliers

In September 2004, we announced a plan to outsource all of our manufacturing to Sanmina — SC!1 Corporation, a
United States third party manufacturer. We completed this transfer in August 2005. During fiscal 2006, however, we failed to
achieve the customer service levels, product quality and cost reductions we expected from the outsourcing. Additionally, we
incurred a significant amount of redundant costs to support the outsourcing, which eroded our gross margins during the year.
Consequently, we decided to bring manufacturing back to our San Diego facility and entered into a transition agreement with
Sanmina, effective September 2006. We completed the transfer of all production lines back to San Diego in February 2007,
Qur customer lead times have now been reduced to target levels and we believe we have eliminated the quality and backlog
issues that occurred during the outsourced period. We are now working to reduce costs, improve cfficiencies and reduce
inventory levels.

At our integrated factory in San Diego, California, we perform product assembly, integration and testing, while
leaving component and piece-part manufacturing to our supplier partners. Our products have a large number of components
and subassemblies produced by outside suppliers. We depend greatly on these suppliers for tape drives, printed circuit boards
and integrated circuits, which are essential to the manufacture of our products. We work closely with a group of regional,
national and international suppliers, which are carefully selected based on their ability to provide quality parts and
components that meet our specifications, as well as meet present and future volume requirements. For certain items, we
qualify only a single source, which can magnify the risk of shortages and decrease our ability to negotiate with our suppliers
on the basis of price. From time to time in the past, we have not obtained as many drives as we have needed from various
vendors due to drive shortages or quality issues.

In general, our branded products are not manufactured until an order is received. The typical lead-time for
manufacturing products is three days and backiog usually is not a significant factor to our business. At June 30, 2007, we had
$1.2 million of firm backlog orders {a more typical level), compared to approximately $5.0 million at June 30, 2006
(resulting from inefficiencies related to our outsourced manufacturing). Our largest OEM customer, HP, requires that we
maintain finished goods inventory on hand, known as buffer stock, at any given time sufficient to supply their forecasted
requirements for the next three weeks. They provide weekly forecast information that allows us to manage both raw material
and finished goods inventories. The buffer stock is shipped into various distribution hubs around the world and we retain
owrership of that inventory until it is pulled by HP to fulfill customer orders, at which lime we record the sale.

We occupied our current headquarters and manufacturing buildings in March 2002. The buildings are subject to a
12-year lease with one five-year extension option. We belicve that we have the capacity to support unit production levels
several times greater than our current rate of production. We maintain approximately 30% of our direct labor in the form of
temporary staffing to accommodate normal business fluctuations and contrel our staffing levels carefully 1o meet customer
requirements at any specific time.

Competition

The worldwide storage market is intensely compelitive and barriers to entry are relatively low. Our competitors vary
in size from small start-ups to large multi-national corporations who have substantially greater financial, R&D and marketing
resources. In the tape automation market, we believe our primary competition is Quantum Corporation, but we also face
competition from Sun StorageTek in larger scale libraries. Key competitive factors include product features, reliability,
durability, scalability and price.
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Our disk-based products currently compete with products made by Quantum, DataDomain, Dell, Nexsan,
FalconStor, InforTrend, EMC, Network Appliance, StorVault {a division of Network Appliance), Apple, 1BM, Sepaton and
numerous small start-ups. We believe additional competitors are likely to enter the market. Key competitive factors in these
markets include performance, functionality, scalability, availability, interoperability, connectivity, time o market
enhancemems and total value of ownership.

The markets for all of our products are characterized by significant price competition, and we anticipate that our
products will continue to face increasing price pressure.

Proprietary Rights

General - We presently hold 17 United States patents and have five Uniled States patents pending. In general, these
patents have a 20-year term from the first effective filing date for each patent. We also hold a number of foreign patents and
patent applications for certain of our products and technologies. These rights, however, may not prevent competitors from
developing substantially equivalent or superior products to ours. In addition, our present and future patents may be
challenged, invalidated or circumvented, reducing or eliminating our proprietary protection.

VR™ Technology — We have entered into various intetlectual property licensing agreements relating to our
VR? technology. These agreements require the payment of royalty fees based on sales by licensces of products containing
VR2. In certain instances, we sell to the ticensce ASIC chips embodying VR? priced to include the cost of the chip plus an
cembedded royalty fee.

Employees

As of July 1, 2007, we had 326 employecs, including 108 in sales and marketing, 38 in research and development,
142 in manufacturing and operations and 38 in finance, information systems, human resources and other management. There
are no collective bargaining contracts covering any of the employecs and we belicve that our relationship with our employees
is good.

Financia) Information about Segments and Geographic Areas

We operate our business in one reportable segment. For information about (1) our revenues from extemnal customers,
measures of profits and losscs and total assets, and (2) our revenues from external customers and long-lived assets broken
down by geographic area, see our consolidated financial statements and Note 1 (Operations and Summary of Significant
Accounting Policies — “Segment Data” and “Information about Geographic Areas”} thereto.

Additional Information

Our web site is located at www.overlandstorage.com. We make available free of charge on our web site our annual
report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to those reports filed
pursuant to Section 13(a) or 15(d) of the Securities Exchange Act as soon as reasonably practicable after we electronically
file such material with, or furnish it to, the Securities and Exchange Commission. The contents of our web site are not a part
of this report.

ITEM 1A. Risk Factors.

An investment in our company involves a high degree of risk. In addition to the other information included in this
report, you should carefully consider each of the following risk factors in evaluating our business and prospects as well as an
investment in our company. The risks and uncertainties described below are not the only ones we face. Additional risks and
uncertainties not presently known to us or that we currenily consider immaterial may also impair our business operations. If
any of the following risks actually occur, our business and financial results could be harmed. In that case the trading price of
our common stock could decline. You should also refer to the other information included or incorporated by reference in this
report.
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We have a recent history of net losses. We expect to continue to incur net losses for some time and we may not achieve
or maintain profitability.

We have incurred significant operating losses in recent periods and anticipate continued losses during fiscal 2008. At
July 1, 2007 we had an accumulated deficit of $18.8 million. We need to generate additional revenue and improve our gross
profit margins to be profitable in future periods. Our current plans indicate that, depending on sales, we may need additional
capital to support our growth. We may generate a portion of these funds from operations. Principal factors that could affect
the availability of our internally generated funds include:

. our ability to reduce and control spending;

. introduction of new competing technologics;

. product mix and effect on margins; and

. acceptance of our products in new and existing markets.

Qur recent history of net losses could cause current or potential customers to defer new orders with us or select other
vendors, and may cause suppliers to require terms that are unfavorable to us. Failure to achieve profitability, or maintain
profitability if achieved, may require us to raise additional funding which (i) could have a material adverse effect on the
market value of our common stock, (ii) we may not be able to obtain in the necessary time frame to avoid disruptions to our
business or on terms favorable to us, if at all, and (iii) may be inadequate to enable us to continue to conduct business, If it
were necessary for us to obtain additional funding by selling additional shares of our capital stock or securities convertible
into or exercisable for common stock, the ownership interest of our shareholders would likely be diluted.

Our business has been highly dependent on sales to large OEM customers and we are currently experiencing a
customer traosition,

Hewlett-Packard Company (HP), including the former Compagq which HP acquired in May 2002, has been our
largest customer, accounting for approximately 45.8% of net revenue in fiscal 2007, 49.7% of nct revenue in fiscal 2006 and
54.3% of net revenue in fiscal 2005. No other customer accounted for more than 10% of net revenue in fiscal 2007. Neither
HP nor any other customer is obligated to purchase a specific amount of our products or provide binding forecasis of
purchases for any period.

In August 2005, we announced that HP had selected an alternate supplier for its next-generation mid-range tape
automation product. HP began purchasing the first product of this new line from the alternate supplier during the first quarter
of calendar year 2006. We expect HP to continue to purchase the tape automation products currently supplied by us for some
time, but the new product will eventually replace a significant portion of those purchases. We cannot predict how quickly this
transition will occur, but we believe the effect on our revenue during fiscal 2008 may be significant.

We could incur charges for excess and obsolete Inventory.

The value of our inventory may be adversely affected by changes in technology that affect our ability to sell the
products in our inventory. [f we do not effectively forecast and manage our inventory, we may need to write off inventory as
excess or obsolete, which in tum can adversely affect cost of sales and gross profit. We have previously experienced, and
may in the future experience, reductions in sales of older generation products as customers delay or defer purchases in
anticipation of new product introductions, We currently have established reserves for slow moving or obsolete inventory. The
reserves we have established for potential losses due to obsolete inventory may, however, prove to be inadequate and may
give rise to additional charges for excess or obsolete inventory.

We rely on indirect sales channels to market and sell our branded products. Therefore, the loss of or deterioration in
our relationship with one or more of our distributors or resellers could negatively affect our operating results,

We sell all of our branded products through our network of distributors, value-added resellers or VARs, and direct
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marketing resellers who in tum scl! our products to end users. The success of these partners is hard to predict, particularly
over time, and we have no purchase commitments or long-term orders from them that assure us of any baseline sales through
these channels. Most of our partners carry competing product lines that they may promote over our products. A partner
might not continue o purchase our products or market them effectively, and each reseller determines the type and amount of
our products that it will purchase from us and the pricing of the products that it sells to end user customers. Qur operating
results could be adverscly affected by any number of factors including:

. A change in competilive strategy that adversely affects a partners’ willingness or ability to distribute our
products;

. The reduciion, delay or cancellation of orders or the return of a significant amount of product(s),
. The loss of one or more of such partners; or
. Any financial difficuities of such partners that result in their inability to pay amounts owed to us.

We plan to replace our ERP (Enterprise Resource Planning} System within the next several years, and this may be
disruptive to our business.

Qur ERP system is approximately 10 years old, and we anticipate the need to replace it within the next several years,
Transition to a new ERP system will be expensive and time consuming and, if problems occur in the transition, our business
and results of operations may be materially and adversely affected. In addition, we have modified this system significantly
during its term of use and it is possible that we would experience a significant system failure before we replace the system.
Any such failure also may materially and adversely affect our business and resulis of operations.

Our financial results may fluctuate substantially for many reasons, and past results should not be relied on as
indications of future performance.

All of the markets that we serve are volatile and subject to market shifts, which we may not be able to discern in
advance. A slowdown in the demand for workstations, mid-range computer systems, networks and servers could have a
significant adverse effect on the demand for our products in any given period. We have experienced delays in receipt of
purchase orders and, on occasion, anticipated purchase orders have been rescheduled or have not matenialized due to changes
in customer requirements. Our customers may cancel or delay purchase orders for a variety of reasons, including the
rescheduling of new product introductions, changes in their inventory practices or forecasted demand, general economic
conditions affecting our customers’ markets, changes in our pricing or the pricing of our competitors, new product
announcements by us or others, quality or reliability problems related to our products or selection of competitive products as
alternate sources of supply. In particular, our ability 1o forecast sales to distributors, integrators and value-added resellers is
especially limited as these customers typically provide us with relatively short order lead times or are permitted to change
orders on short notice. Given that a large portion of our sales are generated by our European channel, our first fiscal quarter
(July through September) results of operations are commonly impacted by seasonally slow European orders, reflecting the
summer holiday period in Europe. In addition, none of our customers is obligated to purchase a specific amount of our
products.

Qur financial results have fluctuated and will continue to fluctuate quarterly and annually based on many other
factors such as;

¢ changes in customer mix (e.g., OEM vs. branded);
» changes in product mix;

* fluctuations in average selling prices;

s currency exchange fluctuations;

¢ increases in costs and expenses associated with the introduction of new products; and
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s increases in the cost of or limitations on availability of materials.

Based on all of the foregoing, we believe that our revenue and operating results will continue to fluctuate, and
period-to-period comparisons are not necessarily meaningful and should not be relied on as indications of future
performance, Furthermore, in some future quarters, cur revenue and operating results could be below the expectations of
public market analysts or investors, which could result in a material adverse effect on the price of our common stock. In
addition, portions of our expenses are fixed and difficult to reduce if revenue does not meet our expectations. These fixed
expenses magnify the adverse effect of any revenue shortfall.

The market price of our common stock may be volatile.

The market price of our common stock has experienced significant fluctuations since it commenced trading in
February 1997. The market price of our common steck may continue to fluctuate significantly in the future. Many factors
could cause the market price of our common stock to fluctuate, including:

s announcements concerning us, our competitors, our customers or our industry;
e changes in earnings estimates by analysts;

¢ purchasing decisions of HP and other significant customers;

s quarterly variations in operating results;

¢ the introduction of new technologies or products;

» changes in product pricing policies by us or our competitors; and

¢ changes in general economic conditions.

In addition, stock markets have experienced extreme price and volume volatility in recent years. This volatility has
had a substantial effect on the market prices of securitics of many smaller public companies for reasons frequently unrelated
or disproportionate 10 the operating performance of the specific companies. These market fluctuations may adversely affect
the market price of our common stock.

We face intense competition and price pressure, and many of our competitors have substantially greater resources
than we do.

The worldwide storage market is intensely competitive as a number of manufacturers of tape automation solutions
and storage management software products compete for a limited number of customers. In addition, barriers to entry are
relatively low in these markets. We currently participate in the mid-range of the tape backup market. In this segment, some of
our competitors have substantially greater financial and other resources, larger research and devetopment staffs, and more
experience and capabilities in manufacturing, marketing and distributing products. The markets for our products are
characterized by significant price competition, and we anticipate that our products will face increasing price pressure. This
pressure could result in significant price erosion, reduced profit margins and loss of market share, any of which could have a
material adverse effect on our business, liquidity, results of operation and financial position.

Qur business is highly dependent on the continued market acceptance and usage of tape-based systems for data
backup and recovery.

We have historically derived a majority of our revenue from products based on the use of magnetic tape drives for
backup and recovery of digital data. Our tape-based storage solutions now compete directly with other storage technologies,
such as hard disk drives, and may face competition in the future from other emerging technologtes. The prices of hard disk
drives continue to decrease while capacity and performance have increased. We expect that our tape-based products will face
increased competition from these alternative technologies and come under increasing price pressure. If our strategy to
compete in disk-based markets does not succeed, our business, liquidity, results of operations and financial condition will be
materiaily and adversely affected.
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Our disk-based products invelve many significant risks and may fail to achieve or maintain market acceptance.

The success of our recently introduced REO SERIES and ULTAMUS SERIES disk-based products is uncertain and
subject to significant risks, any of which could have a material adverse effect on our business, liquidity, results of operation
and financial position. We must commit significant resources to these new products and will continuously need to update and
upgrade them to stay competitive, Any delay in the commercial release of new or enhanced disk-based products could result
in a significant loss of potential revenue and may adversely impact the market price of our common stock. Furthermore, if
our disk-based producis do not achieve market acceptance or success, then the association of our brand name with these
products may adversely affect our reputation and our sales of other products, as well as dilute the value of our brand name.

Our success depends on our ability to anticipate rapid technological changes and develop new and enhanced products.

As an advanced lechnology company, we are subject to numerous risks and uncertainties, generally characterized by
rapid technological change and intense competition. In this environment, our future success will depend on our ability to
anticipate changes in technology, to develop new and enhanced products on a timely and cost-effective basis and to
introduce, manufacture and achieve market acceptance of these new and enhanced products.

Development schedules for high technology products are inherently subject to uncertainty. We may not meet our
product development schedules, including those for products based on our disk-based techrologies, and development costs
could exceed budgeted amounts. Our business, liquidity, results of operations and financial position may be materially and
adversely affected if the products or product enhancements that we develop are delayed or not delivered due to
developmental problems, quality issucs or component shortage problems, or if our products or product enhancements do not
achieve market acceptance or are unreliable. The introduction, whether by us or our competitors, of new products embodying
new lechnologies, such as new sequential or random access mass storage devices, and the emergence of new industry
standards could render existing producis obsolete or not marketable, which may have a material adverse effect on our
business, liquidity, resulls of operations and financial position.

Our international operations are important to our business and involve unique risks.

Historically, sales to customers outside of the United States have represented a significant portion of our sales and
we expect them to continue representing a significant portion of sales. Sales to customers outside the United States arc
subject to various risks, including;

e the imposition of governmental controls mandating compliance with various foreign and U.S. export laws;

e currency exchange fluctuations and weak cconomic conditions in foreign markets;

»  political and economic instability,

= trade restrictions;

» changes in tariffs and taxes;

» longer paymnent cycles (typically associated with international sales); and

¢ difficulties in staffing and managing international operations.

Furthermore, we may not be able to comply with changes in foreign standands in the future. Qur inability to design

products that comply with foreign standards could have a material adverse effect on our business, liquidity, results of
operations and financial position.
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We are subject to exchange rate risk in connection with cur International operations.

We do not currently engage in foreign currency hedging activities and therefore we are exposed to some level of
currency risk. Our whoily-owned subsidiaries in the United Kingdom, France and Germany incur costs which are
denominated in local currencies. As exchange rates vary, these results when translated into U.S. dollars may vary from
expectations and adversely impact overall expected results. A weaker U.S. dollar would result in an increase to revenue and
expenses upon consolidation, and a stronger U.S. dollar would result in a decrease to revenue and expenses upon
consolidation.

Our ability to compete effectively depends in part on our ability to protect our intellectual property rights effectively.

We rely on a combination of patemt, copyright, trademark, trade secret and other tntellectual property laws to protect
our intellectual property rights. These nghts may not however prevent competitors from developing products that are
substantially equivalent or superior 10 our products. To the extent we have or obtain patents, such patents may not afford
meaningful protection for our technology and products. Others may challenge our patents and, as a result, our patents could
be narrowed, invalidated or declared unenforceable. In addition, current or future patent applications may not result in the
issuance of patents in the United States or foreign countries. The laws of certain foreign countries may not protect our
intellectual property to the same extent as U.S. laws. Furthenmore, competitors may independently develop similar products,
duplicate our products or, if patents are issued 1o us, design around these patents.

In order 1o protect or enforce our patent rights, we may initiate interference proceedings, oppositions, or patent
litigation against third parties, such as infringement suits. These lawsuits could be expensive, take significant time and divert
management’s attention from other business concerns. The patent position of information technotogy firms generally is
highly uncertain, involves complex legal and factual questions, and has recently been the subject of much litigation. No
consistent policy has emerged from the U.S. Patent and Trademark Office or the courts regarding the breadth of ¢laims
allowed or the degree of protection afforded under information technology patents.

Our success will depend partly on our ability to operate without infringing on or misappropriating the proprietary
rights of others.

Our business is such that we may at any time be sued for infringing the patent rights or misappropriating the
proprietary rights of others, For example, during fiscal 2004 we setiled a case alleging patent infringement. Intellectual
property litigation is costly and, even if we prevail, the cost of such litigation could adversely affect our business, liquidity,
results of operations and financial condition. In addition, litigation is time consuming and diverts management attention and
resources away from our business. If we do not prevail in any litigation, we could be required to stop the infringing activity
and/or pay substantial damages. Under some circumstances in the United States, these damages could be triple the actual f
damages the patent holder incurs. If we have supplied infringing products to third parties for marketing or licensed third
parties to manufacture, use or market infringing products, we may be obligated to indemnify these third parties for any i
damages they may be required to pay to the patent holder and for any losses the third parties may sustain themselves as the
result of lost sales or damages paid to the patent holder.

If a third party holding rights under a patent successfully asserts an infringement claim with respect to any of our
products, we may be prevented from manufacturing or marketing our infringing product in the country or countries covered
by the patent we infringe, unless we can obtain a license from the patent holder. Any required license may not be available to
us on acceptable terms, or at all. Some licenses may be non-exclusive, and therefore, our competitors may have access to the
same technology licensed to us. If we fail to obtain a required license or are unable to design around a patent, we may be
unable to market some of our products, which could have a material adverse effect on our business, liquidity, financial
condition and results of operations.

We have made a number of acquisitions in the past and may make acquisitions in the future. The failure to
successfully integrate acquisitions and successfully complete product development and launch of the related producis
could harm our business, financial condition and operating results.

We have in the past and may in the future make acquisitions of complementary businesses, products or technologies
as we implement our business strategy. Mergers and acquisitions involve numerous risks, including liabilities that we may
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assume from the acquired company, difficulties in completion of in-process product development and assimilation of the
operations and personnel of the acquired business, the diversion of management’s attention from other business concerns,
risks of entering markets in which we have no direct prior experience, and the potential loss of key employees of the acquired
business.

For example, in August 2005, we acquired Zetta Systems, whose data protection software was then incorporated into
our ULTAMUS Pro storage appliance that was launched in the first quarter of fiscal 2007. ULTAMUS Pro did not gencrate
revenue subsequent 1o its launch, and we subsequently discontinued the product and closed the related development facitity.
We recognized an impairment loss of $8.4 million and a write-down of $350,000 in inventory in the first quarter of fiscal
2007 associated with the failure of this acquisition.

Future mergers and acquisitions by us also may result in dilutive issuances of our equity securities and the
incurrence of debt, amortization expenses and potential impairment charges related to intangible assets. Any of these factors
could adversely affect our business, liquidity, results of operations and financial position.

Our warranty reserves may not adequately cover our warranty obligations.

We have established reserves for the estimated liability associated with our product warrantics. However, we could
experience unforeseen circumstances where these or future reserves may not adequately cover our warranty obligations, For
example, the failure or inadequate performance of product components that we purchase could increase our warranty
obligations beyond these reserves.

The failure to attract, retain and motivate key personnel could have a significant adverse impact on aur operations.

We have experienced significant changes in our senior management. In August 2007, our board of directors
appointed Vemon A. LoForti, who had served as our chief financial officer since December 1995, as our new President and
Chief Executive Officer. Kurt L. Kalbfleisch, who had served in our finance department since December 1994, was appointed
as our vice president of finance in July 2007, and was appointed by our board of directors to the additional position of Interim
Chief Financial Officer in August 2007. These changes may be a distraction to other senior management, business operations,
commercial partners and customers. Additionally, we have experienced a prolonged period of operating losses and declines
in our stock price and cash position which has affected and may continue to affect employee morale and retention. In Apnl
2007, we reduced our workforce by 14% worldwide. Further turnover, particularly among senior management, can also
create distractions as we search for replacement personnel, which could result in significant recruiting, relocation, training
and other costs, and can cause operational inefficiencies as replacement personnel become familiar with our business and
operations. In addition, manpower in cenain areas may be constrained, which could lead to disruptions over time. We cannot
guaranty that we will continue to successfully attract or retain the management we need, or be able to maintain an optimal
workforce size. Any inability to attract, retain or motivate such personne! or address manpower constraints as needed could
materially adversely affect our future operating results and financial position. We do not currently maintain any key-man
insurance for any of our employees.

Item 1B. Unresolved Staff Comments.
We have no unresolved comments from the SEC.
Item 2. Properties.

We own no real property and we currently lease all facilities used in our business. Our headquarters are located in
San Diego, California in a two-building light industrial complex comprising approximately 160,000 square feet. The lease
expires in February 2014 and can be renewed for one additional five-year period. This San Diego facility houses all of our
rescarch and development, and administrative functions, as well as a major portion of sales, sales administration, marketing
and customer support.

We lease a 17,000 square foot facility located in Wokingham, England, which houses sales, technical support and
repair services. The lease expires in January 2018. We also maintain small sales offices located close to Paris, France,
Munich, Germany, Singapore and Korea and a research and development office located near Seattle, Washington.
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Item 3. Legal Proceedings.

We are from time to time involved in various lawsuits, legal proceedings or claims that arise in the ordinary course
of business. We do not believe any such legal proceedings or claims will have, individually or in the aggregaie, a material
adverse effect on our business, liquidity, results of operations and financial condition. However, litigation is subject to
inherent uncenainties, and an adverse result in these or other matters may arise from time to time that may harm our business.

Item 4. Submission of Matters to a Yote of Security Holders.
No matters were submitted to a vote of our security holders during the fourth quarter of 2007.
PART 1

Item 5, Market for Registrant’s Common Equity, Related Shareholder Matters and 1ssuer Purchases of Equity
Securities.

Qur common stock trades on The NASDAQ Global Market under the symbol “OVRL.” As of August 17, 2007,
there were approximately 75 shareholders of record. We have not paid any cash dividends on our common stock and do not
anticipate paying any cash dividends in the foreseeable future. The high and low sales prices of our common stock from July
4, 2005 through July 1, 2007 were as follows:

Sales Prices
High Low

Fiscal Year 2007:

Fourth quarter $ 420 8251

Third quarter 4.78 390

Second quarter 1.01 3.63

First quarter 176  6.10
Fiscal Year 2006:

Fourth quarter £ 938 $6.61

Third quarier 9.86 8.04

Second quarter 8.75 7.49

First quarter 1038 6.69

The above quotations reflect inter-dealer prices, without retail markup, markdown or commission and may not
necessarily represent actual transactions.

Share Repurchases

Neither we nor any affiliated purchasers repurchased any shares of common stock or other equity securities in the
fourth quarter of fiscal 2007. In October 2006, our board of directors terminated our share repurchase program,
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item 6. Selected Financial Data.

The following selected financial data has been derived from our audited consolidated financial statements and
related notes. This information should be read in conjunction with “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and with our consolidated financial statements and related notes appearing elsewhere in
this report.

The consolidated statement of operations data for the years ended June 30, 2007, 2006 and 2005, and the
consolidated balance sheet data at June 30, 2007 and 2006, arc derived from our audited consolidated financial statements
appearing elsewhere in this report, The consolidated statement of operations data for the years ended June 30, 2004 and 2003,
and the consolidated balance sheet data at June 30, 2005, 2004 and 2003, are derived from our audited conselidated financial
statements that are not included in this report, The historical results are not necessarily indicative of the results to be expected
in any future period.




Fiscal Year
2007 2006 2005 2004 2003
(in thousands, except per share amounts})

Consolidated Statement of Operations Data:

Net revenue $160,443 $209,038 $235,687 $238,139 $195,881
Gross profit 24,343 46,446 60,917 64,654 54,018
(Loss) income from operations (44,845) (25,931} 3,524 15,598 10,310
(Loss) income before income taxcs (43,836) (23,311) 5,068 16,199 10,193
Net (loss) income (44,111)  (19,486) 4,578 10,625 6,682
Net (loss} income per share (1):

Basic £ (345) % (142) § 033 & 079 $ 059

Diluted $ (345) ¢ (142) 3 032 $ 074 $ 054
Consolidated Balance Sheet Data:
Cash, cash equivalents and short-term investments $ 22825 3§ 62512 % 76,887 § 69,657 § 55,020
Working capital 39,566 76,381 110,363 103,244 84,326
Total assets 88,053 144,769 164,554 144,851 130,922
Long-term debt, inclusive of current portion — — — — 3,957
Sharcholders’ equity 49,110 95,438 121,494 113,514 93,264

(1) See Note ! 10 our consolidated financial statements for an explanation of shares used in computing net (loss) income per
share.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operation,

The discussion in this section contains statements of a forward-looking nature relating to futuire events or our future
performance. Words such as “expects, " “anticipates,” “intends, " “plans, " “believes,” “seeks,” “estimates” and similar
expressions or variations of such words are intended to identify forward-looking statements, but are not the only means of
identifying forward-looking statements. Such statements are only predictions and actual events or results may differ
materially. In evaluaiing such statements, you should specifically consider various factors identified in this report, including
in particular the matters set forth under the caption “Risk Factors”, in Part I, item 14 of this report, which could cause
actual resulis 1o differ materially from those indicated by such forward-iooking statements.

We are a market leader and innovative provider of data protection appliances that help small and medium-sized
businesses and distributed enterprises ensure their data is “constantly protected, readily available and always there.” Our
portfolio of data protection appliances includes the following:

¢ the ULTAMUS SERIES of nearline data protection appliances;
¢ the REO SERJES of disk-based backup and recovery appliances; and
¢ the NEO SERIES and ARCVault family of tape backup and archive appliances.

Qur products span all three tiers of data storage (nearline data protection appliances, disk-based backup and recovery
and tape automation) and enable us to offer our customers an ¢nd-to-end data protection solution. End-users of our products
include small and medium-size businesses, as well as distributed enterprise customers represented by divisions and operating
units of large multi-national corporations, governmental organizations, universities and other non-profit institutions operating
in a broad range of industry sectors. See the “Business” section in Part [, ltem 1 of this report for more information about our
business, products and operations.
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Overview

This overview discusses matters on which our management primarily focuses in evaluating our financial condition
and operating performance.

Generation of revenue. We generate the vast majority of our revenue from sales of our data protection appliances.
The balance of our revenue is provided by selling spare parts, rendering services to our customers and eaming royalties on
our licensed technology. Historically, most of our product sales have been made through private label arrangements with
OEMs, and the remainder have been made through commercial distributors, DMRs and VARSs in our branded channel.
However, our strategy moving forward is to focus heavily on the delivery of new products to our branded channel, which
historically has produced higher gross margins in comparison to OEM business.

Declining sales to HP. In August 2005, our largest OEM customer, Hewlett Packard Company (HP), notified us that
it had selected an alternate supplier for its next-generation mid-range tape aulomation products. HP began purchasing the first
product of this new line from the alternate supplier during the first quarter of calendar year 2006, Although HP will continue
to purchase the tape automation products currently supplied by us for some time, the alternate supplier’s product will
eventually replace a significant portion of those purchases. Although we believe that sales to HP will continue to decline
through fiscal 2008, HP has recently relaunched the tape automation products supplied by us with support for the new LTO4
tape drives and this may slow the rate of replacement of our supplied products by the alternate supplier’s product.

Recent setbacks. During fiscal 2007, we cxpericnced significant setbacks related to the outsourcing of our
manufacturing to Sanmina-SCI Corporation (Sanmina), our supply contract with Dell Computer (Dell), and the
commercialization of the technology we acquired from Zetta Systems, Inc. (Zetta):

o In September 2004, we announced our plan to outsource all of our manufacturing to Sanmina, a U.S. third
party manufacturer. We completed this transfer in August 2005. During fiscal 2006, however, we failed to
achieve the customer service levels, product quality and cost reductions we expecied from the outsourcing.
Additionally, we incurred a significant amount of redundant costs to support the outsourcing, which eroded
our gross margins during the year. Consequently, we decided to bring manufacturing back to our San Diego
facility and entered into a transition agreement with Sanmina cffective September 2006. In February 2007,
we completed the transfer of all production lines back to San Diego.

e In October 2006, we were notified by Dell of its intent to terminate the supply agreement under which we
would supply it with our next generation tape library that was under development (ARCVault). Shipments
of the tape libraries had not yet commenced but were expected to begin shortly.

e In August 2006, after a year of development, we launched our ULTAMUS Pro product which incorporated
the technology we acquired from Zetta. We had planned to facilitate our entry into the primary protected
disk tnarket with ULTAMUS Pro, but this product failed to achieve market acceptance. In October 2006,
we discontinued our research and development efforts on the Zetta technology, and recorded an impairment
charge of $8.4 million in the first quarter of fiscal 2007.

Related in large part to the decline in HP revenue and the loss of the Dell agreement, for the fiscal year ended June
30, 2007, we reported net revenue of $160.4 million compared with $209.0 million for the prior fiscal year. The decline in net
revenue and the increases in costs related to manufacturing and research and development resulted in a net loss for fiscal
2007 of $44.1 million, or $3.45 per share, compared with a net loss of $19.5 million, or $1.42 per share, a year earlicr. These
results also reflect lower than expected sales in our branded sales channel during fiscal 2007.

Positive trends. Despite the disappointing financial results in fiscal 2007, we have recently achicved a number of
financial and operational objectives which we believe will assist us in our efforts to regain profitability:

e In the fourth quarter of fiscal 2007, our cash balance grew by §1.6 million to $22.8 million from 321.2
million, which is the first time in eight quarters that we have reported positive cash flow.
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¢ Through a combination of cost reduction efforts and the completion of research and development cycles, in
the fourth quarter of fiscal 2007, our operating expenses reached their lowest level in over three and a half
years. Additionally, we projected we would reduce inventory levels by $4.0 million in the fourth quarter of
2007, and exceeded that target by reducing inventory levels by over §5.0 million. We continue to work to
reduce costs, improve efficiencies and reduce inventory levels.

¢ In June 2007, we launched three new products: ULTAMUS RAID 4800, REC 4500 and REO 9100. Due to
their introduction late in the fourth quarter, these products did not materially contribute to revenue in fiscal
2007. However, we expect these new products, together with additional new products we expect to launch
in the first half of fiscal 2008, to improve results in our branded sales channel during fiscal 2008. We have
also been working 1o update all of our REO products with new hardware platforms that we believe will (i}
boost the speed and performance of these products, and (ii) be compliant with the European Union directive
on the Restriction of the use of Certain Hazardous substances in Electrical and Electronic Equipment
(RoHS).

e Having completed the transfer of manufacturing back to our headquarters in San Diego in February 2007,
we believe our customer lead times have been reduced to target levels and that we have regained our
reputation for timely delivery of quality products, We also believe we have eliminated the backlog issues
that occurred during the outsourced period.

Liguidity and capital resources. Historically, our primary source of liquidity has been cash generated from
operations. However, in fiscal 2007, we incurred a net loss of $44.1 million and the balance of cash, cash equivalents and
short-term investments declined by $39.7 million compared to the balance at June 30, 2006. At June 30, 2007, we had $22.8
million of cash, cash equivalents and short-term investments, compared to $62.5 million at June 30, 2006. We have no other
unused sources of liquidity at this time. Although we reported positive cash flow in the fourth quarter of fiscal 2007, we
expect to continue to incur losses during fiscal 2008 as we mtroduce and market our new products. In fiscal 2008, cash
menagemen? and preservation will be a top priority.

Industry trends. Historically, magnetic tape has been used for alt forms of data backup and recovery, because
magnetic tape was, and still is, the only cost-effective, “removable,” high capacity storage media that can be taken off-site to
ensure that data is safeguarded in case of disaster. For a number of years now, we have held a market-leading position in mid-
range tape automation with our flagship NEO products, and sales of tape automation appliances have represented more than
75% of our revenue for each of the last three fiscal years. In the fourth quarter of fiscal 2005, we commenced development of
ARCVault, our new tape automation platform, The first two products in the ARCVault family were lannched in July 2006
with the final product launched in April 2007. Although we expect that tape solutions will continue to be the anchor of the
daia protection strategy at most companies, tape backup is time consuming and often unreliable and inefficient. The process
of recovering data from tape is also time consuming and inefficient. Ultimately, we expect that tape will be relegated to an
archival role for less-frequently accessed data, and that companies will focus more on disk-based solutions moving forward.

Recent Developments

» In August 2007, our board of directors appointed Vernon A. LoForti as our President and Chief Executive Officer,
replacing Scott McClendon, who was serving as Interim President and Chief Executive Officer. Upon the
recommendation of our nominating and governance committee, Mr. LoForti was also appointed as a member of our
board of directors. Mr. LoForti has served s our Vice President and Chief Financial Officer since joining us in
December 1995.

s In August 2007, our board of direciors appointed Kunt L. Kalbfleisch as our Interim Chief Financial Officer,
replacing Mr. LoForti as Chief Financial Officer, Mr. Kalbfleisch has been an employee of our company since
December 1993, and most recently has served as our Vice President of Finance since July 2007, in which position he
also continues to serve.

¢ Mr. McClendon remains as our Chairman of our Board. Because Mr. McClendon served as our Interim President
and Chief Executive Officer for less than one year, our board of directors, after analysis and recommendation of our
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nominating and governance committee, determined that Mr. McClendon qualifies as an independent dircctor under
Nasdaq Marketplace Rule 4200(a)(15)

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and results of operations arc based upon our consolidated
financial statements, which have been prepared in accordance with accounting principles generally accepted in the United
States of America. The preparation of consolidated financial statements requires that we make estimates and judgments that
affect the reported amounts of assets, liabilities, revenue and expenscs, and related disclosure of contingent liabilitics. On an
on-going basis, we evaluate our estimates, including, but not limited to, those related to revenue recognition, share-based
compensation, bad debts, inventories, intangible and other long-lived asscts, warranty obligations, income taxes and
restructuring charges. We base our estimates on historical experience and on various other assumptions that we believe to be
reasonable under the cirsumstances, the results of which form the basis for making judgments about the carrying values of
assets and liabilities that are not readily apparent from other sources. Actual results may differ from these estimates under
different assumptions or conditions.

We believe the following accounting policies affect our more significant judgments and estimates used in the
preparation of our consolidated financial statements.

Revenue Recognition

Revenue from sales of products is recognized when persuasive evidence of an arrangement exists, the price is fixed
or determinable, collectibility is reasonably assured and delivery has occurred. Under this policy, revenue on direct product
sales (excluding sales te distributors and certain OEM customers} is recognized upon shipment of products to our customers.
These customers are not entitled to any specific right of return or price protection, except for any defective product that may
be returned under our warranty policy. Title and risk of loss transfer to the customer when the product leaves our dock.
Product salcs to distribution customers are subject to certain rights of return, stock rotation privileges and price protection.
Because we are unable 10 estimate our cxposure for returned product or price adjustments, revenue from shipments to these
customers is not recognized until the related products are in tum sold to the ultimate customer by the distributor. As part of
our existing agreements with certain OEM customers, we ship products to various distribution hubs around the world and
retain ownership of that inventory until it is pulled by these OEM customers to fulfill their customer orders, at which time
revenue is recognized. For products in which software is esscntial to functionality, we recognize revenue in accordance with
Statement of Position (50P) No. 97-2, Software Revenue Recognition.

When there are multiple elements in an arrangement, we allocate revenue to the separate clements based on relative
fair value, provided we have fair value for all elements of the arrangement. If in an arrangement we have fair value for
undelivered elements but not the delivered element, we defer the fair value of the undelivered element(s) and the residual
revenue is allocated to the delivered element(s). Undelivered elements typically include services. Revenue from extended
warranty and product service contracts is initially deferred and recognized as revenue ratably over the contract period.

We have various licensing agreements relating 1o our Variable Rate Randomizer (VR?) technology with third partics.
As consideration for licensing our VR? technology, the licensees pay us a royaity fee for sales of their products that
incorporate our VR? technology. On a periodic basis, the licensees provide us with reports that include the quantity of units,
subject lo royalty, sold to their end users. We record the royalty when reported to us by the licensee, generally in the period
during which the licensee ships the products containing VR? technology. In certain instances, the customer has elected to
purchase from us the Applications Specific [ntegrated Circuit (ASIC) chips embodying VR?, which are priced to include the
cost of the chip plus an embedded royalty fec; and revenue on ASIC chip sales is recorded as product revenue when earned,
which under our FOB origin terms is upon shipment, of the underlying ASIC chip incorporating the VR? technology to the
customer,

Share-Based Compensation

Share-based compensation expense can be significant to our results of operations, even though no cash is used for
such expense. In determining period expense associated with unvested options, we estimate the fair value of each option at
the date of grant. We use the Black-Scholes option pricing model to determine the fair value of the award. This model
requires the input of highly subjective assumptions, including the expected volatility of our stock and the expected term the
average employee will hold the option prior to the date of exercise. In addition, we estimate pre-vesting forfeitures for share-

OVERLAND STORAGE | 8

NH




based awards that are not expected to vest. We primarily use historical data to determine the inputs and assumptions to be
used in the Black-Scholes pricing model. Changes in these inputs and assumptions could occur and could matertally affect
the measure of estimated fair value and make it difficult to compare the results in future periods to our current resulis.

Allowance for Doubiful Accounts

We estimate our allowance for doubtful accounts based on an assessment of the collectibility of specific accounts
and the overall condition of the accounts receivable portfolio. When evaluating the adequacy of the allowance for doubtful
accounts, we analyze specific trade and other receivables, historical bad debts, customer credits, customer concentrations,
customer credit-worthiness, current economic trends and changes in customers’ payment terms and/or patterns. If the
financial condition of our customers were to deteriorate, resulting in an impairment of their ability to make additional
payments, then we may need to make additional allowances. Likewise, if we determine that we could realize more of our
receivables in the future than previously estimated, we would adjust the allowance to increase income in the period we made
this determination. We review the allowance for doubtful accounts on a quarterly basis and record adjustments as considered

necessary.

Inventory Valuation

We record inventories at the lower of cost or market. We asscss the value of our inventories periodically based upon
numerous factors including expected product or material demand, current market conditions, technological obsolescence,
current cost and net realizable value. If necessary, we adjust our inventory for obsolete or unmarketable inventory equal to
the difference between the cost of the inventory and the estimated market value. If actual market conditions are less favorable
than what we projected, we may need to record additional inventory adjustments and adverse purchase commitments.

Business Acquisitions and Intangible Assets

Qur business acquisitions typically result in recognition of intangible assets (acquired technology), which affect the
amount of current and future period charges and amortization expenses, and in certain cases non-recurring charges associated
with in-process research and development (IPR&D). We amortize our definite-lived intangible assets using the straight-line
method over their estimated useful lives, while IPR&D is recorded as a non-recurring charge on the acquisition date.

The determination of the value of these components of a business combination, as well as associated asset useful
lives, requires management to make various estimates and assumptions. Critical estimates in valuing intangible assets may
include but are not limited to: future expected cash flows from product sales and services, maintenance agreements, and
acquired development technologies and patents or trademarks; expecied costs to develop the IPR&D into commercially
viable products and estimated cash flows from projects when completed; the acquired company's brand awareness and
market positian, as well as assumptions about the period of time the acquired products and services will continue to be used
in our product portfolio; and discount rates. Management’s estimates of fair value and useful lives are based upon
assumptions believed to be reasonable, but which are inherently uncertain and unpredictable. Unanticipated events and
circumstances may occur and assumptions may change. Estimates using different assumptions could also produce
significantly different results.

Impairment of Long-Lived Assets

We test for recoverability of long-lived assets whenever events or changes in circumstances indicate the carrying
value may not be recoverable. When the carrying value is not considered recoverable, an impairment loss, for the amount by
which the carrying value of a long-lived asset exceeds its fair value, is recognized with an ofisetting reduction in the camrying
value of the related asset(s). In such circumstances, we may incur material charges relating to the impairment of such asset.
Fair value is generally determined based on the estimated future discounted cash flows over the remaining useful life of the
assel or asset group using a discount rale determined by management to be commensurate with the risk inherent in our
current business model. During the first quarter of fiscal 2007, we recorded an $8.4 million impainment charge related to
acquired technology. See /mpairment of Acquired Technology under the discussion of Results of Operations below. If the
Company’s future results are significantly different than forecasted, the Company may be required to further evaluate its
long-lived assets for recoverability and such analysis could result in an impairment charge in a future period.

The assumptions supporting the cash flows, including the discount rates, are determined using management’s best
estimates as of the date of the impairment review. If these estimates or their related assumptions change in the future, we may
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be required to record impairment charges for these assets and future results of operations could be adversely affected.
Warranty Obligations

The Company provides for estimated future costs of warranty obligations in accordance with FASB Statement No.
5, Accounting for Contingencies, and discloses those obligations as required by FASB Interpretation No. 45, Guarantor's
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others.

For return-to-factory and on-site warranties, we accrue for warranty costs at the time revenue s recognized based on
contractual rights and on the historical rate of claims and costs to provide warranty services. If we experience an increase in
warranty claims above historical cxpericnce or our costs 1o provide warranty services increase, we may be required to
increase our warranty accrual. The impact of theses unforeseen increases may have an adverse impact on our gross margins
in subsequent periods.

Income Taxes

The provision for income taxes is determined using the asset and liability approach of accounting for income taxes.
Under this approach, deferred taxes represent the future tax consequences expected to occur when the reported amounts of
assets and liabilities arc recovered or paid. The provision for income taxes generally represents income taxes paid or payable
for the current year plus the change in deferred taxes during the year. Deferred taxes result from differences between the
financial and tax bases of our assets and liabilities and are adjusted for changes in tax rates and tax laws when changes are
enacted. Valuation allowances are recorded to reduce deferred tax assets when a judgment is made that it is considered more
likely than not that a tax benefit will not be realized. A decision to record a valuation allowance results in an increase in
income tax expense or a decrease in income tax benefit (as we had in fiscal 2006). If the valuation allowance, recorded in
fiscal 2006, is released in a future period, income tax expense will be reduced accordingly.

The calculation of tax liabilities involves dealing with uncertainties in the application of complex global tax
regulations. We recognize liabilities for anticipated tax audit issues in the U.S. and other tax jurisdictions based on our
estimates of whether, and the extent to which, additional taxes will be due. If payment of these amounts ultimately proves to
be unnecessary, the reversal of the liabilities would result in tax benefits being recognized in the period when we determine
the liabilities are no longer necessary. If the estimate of tax liabilities proves to be less than the ultimate assessment, a further
charge to expense would result.

Restructuring Charges

In recent periods and over the past several years, we recorded restructuring charges related to the realignment and
restructuring of our business operations. These charges represent expenses incurred in connection with certain cost reduction
programs and acquisition integrations that we have implemented and consist of the cost of involuntary termination benefits,
separation benefits and facilities charges.

The charges for severance and exit costs require the use of estimates, primarily related to the amount of severance
and related benefits to bz paid and the cost of exiting facilities.

We account for restructuring charges in accordance with SFAS No. 146, Accounting for Costs Associated with Exit
or Disposal Activities. SFAS No. 146 requires that a liability for a cost associated with an exit or disposal activity be
recognized when the liability is incurred rather than at the date of an entity’s commitment to an exit plan. SFAS No. 146
establishes fair value as the objective for initial measurement of the liability. Restructuring charges we have incurred under
SFAS No. 146 in recent years include severance and facilities charges.
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Results of Operations

The following tables set forth certain financial data as a percentage of net revenue:

Fiscal Year
2007 1006 2005

Net revenue 100.0% 100.0% 100.0%
Cost of revenue 848 7718 742
Gross profit 152 222 258
Operating expenses:
Sales and marketing 202 181 146
Research and development 94 9.0 4.5
General and administrative 8.4 7.0 5.2
Impairment of acquired technology 5.2 — —
[n-process research and development — 0.5 —
432 346 243
(Loss) income from eperations (28.0) (12.4) 1.5
Other income, net 0.7 1.2 0.7
{Loss) income before income taxes (27.3) (11.2) 2.2
Provision for (benefit from) income taxes 0.2 (1.9 0.3
Net (loss) income (27.5) (5.3) 1.9

A summary of the sales mix by product follows:

Fiscal Year
2007 2006 2005
Tape based products:
NEO Serics 66.2% 68.8% 75.0%
ARCvault 7.1 — _—
Others 12 1.4 9.1
74.5 76.2 84.1
Service 10.3 5.1 2.0
Spare parts and other 8.0 0.8 8.8
Disk based (1) 64 6.5 4.2
VR? 0.8 1.4 0.9

100.0% 100.0% 100.0%

(1) Includes RESO SERIES and ULTAMUS SERIES products.
Fiscal 2007 Compared to Fiscal 2006
Net Revenye. Net revenue decreased to $160.4 million during fiscal 2007 from $209.0 million during fiscal 2006, a
decrease of approximately 348.6 million, or 23.2%. The decline was primarily the result of lower sales to HP, but decreases
in net revenue in our branded sales channel were also consistent throughout all of the regions (Americas, EMEA and APAC),
partially offset by an increase in service revenue.

Product Sales

Net product revenue decreased to $142.4 million during fiscal 2007 from $196.5 million during fiscal 2006, a
decrease of $54.1 million, or 27.5%.

Net product revenee from QOEM customers decreased to $77.3 million during fiscal 2007 from $112.0 miltion during
fiscal 2006, The decrease of $34.7 million, or 31.0%, is primanily associated with declining sales to HP. Net revenue from HP
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represented approximately 45.8% of total net revenue during fiscal 2007 compared to 49.7% of total net revenue during fiscal
2006.

Net product revenue from Overland branded products, excluding service revenuc, decreased to $65.3 million during
fiscal 2007 from $83.4 miltion during fiscal 2006. The decrease of approximately $18.1 million, or 21.7%, was primarily
associated with (i) a $13.1 million decrease in revenue due 1o the discontinuation of cur PowerLoader and LoaderXpress
products, (i) a $12.1 million decrease in our NEO product sales and (iii) a $3.9 million decrease in our REQ product sales,
primarily due to a limited supply of RoHS-compliant product which affected sales in Europe. These decreases were partially
offset by $11.4 million of net product revenue generated from sales of our new ARCvault product which we introduced in
early fiscal 2007.

Service

Net service revenue increased to $16.5 million during fiscal 2007 from $10.7 million during fiscal 2006. The
increase of $5.8 million or 54.2% is associated with (i) a $2.9 million increase associated with an increase in the number of
service contracts sold due to increased focus in this area and (ii) a $3.0 million increase in of out-of warranty services
provided, primarily to HP.
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Royalty Fees
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Net royalty fees decreased to $1.5 million during fiscal 2007 from $1.8 million during fiscal 2006. The decrease of
approximately $300,000 or 16.7% is primarily associated with lower VR? royalties occurring in fiscal 2007, partially offset
by other royalty fees. VR royalties during fiscal 2007 totaled approximately $1.4 million compared 10 $1.8 million during
fiscal 2006.

Gross Profir. Overall gross profit decreased to $24.3 million during fiscal 2007 from 346.4 million during fiscal
2006, a decrease of approximately $22.1 million, or 47.6%.

Product Sales

Product gross profit decreased to $16.4 million, or 1.5%, for fiscal 2007 compared to $40.2 million, or 20.5%, for
fiscal 2006. The increase in product gross profit is associated primarily with (i) significant under absorption of manufacturing
costs arising from the transition of manufacturing back 1o San Dicgo and (i) a $2.6 million increase in reserves taken for
obsolete inventory. These increases were slightly offset by a $2.0 million decrease in amortization expense because of the
impairment of the Zetta acquired technology. In addition, product gross profit was affected by decreased sales across all
channels, especially OEM.

Service

Service gross profit for fiscal 2007 of $6.4 million increased from $4.4 million for fiscal 2006. The increase in
service gross profit of $2.0 million, or 46.0%, is primarily associated with an increase in service revenue in fiscal 2007 from
fiscal 2006, as noted above and related increases in outside repair costs.

Stock-Based Compensation. During fiscal-2007, we had a net reversal, or benefit, of $75,000 compared to0 $2.0
million of share-based compensation charges in fiscal 2006. The net reversal in fiscal 2007 resulted from significant pre-
vesting forfeitures (in excess of amounts previously estimated) related to the forfeiture of options and restricted shares
previously granted to two executives and individuals terminated as part of the October 2006 and April 2007 restructurings.
The pre-vesting forfeitures resulted in the reversal of previously recognized share-based compensation expense and such
reversal exceeded the amount of expense recorded for other awards during fiscal 2007.
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Share-based compensation was allocated as follows (in thousands):

Fiscal Year
7007 2006 Change_
Cost of product revenue $ 6 § 13 %8 M
Sales and marketing 251) 621 (872)
Research and development (99) 206 (305)
General and administrative 269 1,170 {501)

$ (75) $2,010 $(2,085)

Sales and Marketing Expense. Sales and marketing expense was $32.4 miilion during fiscal 2007, compared to
$37.9 million during fiscal 2006. The decrease of approximately 35.5 million, or 14.5%, is primarily due to (i} a decrease of
approximately $4.4 miltion in employee and related expenses {including travel and sales commissions) associated with a
decrease in average headcount by 26 employees associated with our fiscal 2007 restructurings and realignment of our sales
force, (ii) a $872,000 reduction in share-based compensation expense associated with a reversal of awards that canceled prior
10 vesting and a reduction of related expense under FIN No. 28 associated with our accelerated amortization methodology,
(iii) a $667,000 decrease in contractor fees related to cost reduction initiatives and (iv) a $523,000 reduction in public
relations expenses related to reduced promotional spending. These reductions were partially offset by an increase of $1.1
million in severance associated with our fiscal 2007 restructurings and other severance recorded in the first quarter of fiscal
2007.

Research and Development Expense. Research and development (R&D) expense was $15.0 million during fiscal
2007, compared to $18.8 million during fisca! 2006. The decrease of approximately $3.8 million, or 20.2%, is primarily due
to (i) a $3.0 million decrease in employee and related expenses associated with a decrease in average headcount by 27
employces primarily associated with the closing of the office near Seattle, Washington, the April 2007 reduction in
workforce and completion of scheduled R&D projects, (ii) a net decrease of $508,000 in development materials and tooling
and demonstration items as a result of fewer continuing R&D projects, and (iii) a decrease of $305,000 of share-based
compensation expense associated with a reversal of awards that canceled prior to vesting and a reduction of related expense
under FIN No. 28 associated with our accelerated amortization methodology. These cost savings were partially offset by a
$290,000 increase in severance primarily associated with our fiscal 2007 restructurings.

General and Administrative Expense. General and administrative expense was $13.4 million during fiscal 2007,
compared to $14.6 million during fiscal 2006, The decrease of approximately $1.2 million, or 8.2%, s primarily due to (i) a
$901,000 reduction in share-based compensation expense associated with a reversal of awards that canceled prior to vesting
and a reduction of related expense under FIN No. 28 associated with our accelerated amortization methodology, and (ji) a
$761,000 net reduction in legal fees. Our legal fees in fiscal 2006 were higher as a result of the accumulation of our shares by
a competitor and related issues. These expense reductions were offset by (i) increased severance expenses of approximately
$449,000 primarily related to the termination of our former president and chief executive officer, and (ii) a $198,000 increase
in bad debt expense.

Impairment of Acquired Technology. In the first quarter of fiscal 2007, we recorded an impairment charge of $8.4
million related to the technology acquired from Zetta Systems, Inc. (Zena) in August 2005. As discussed in Note 2 to the
consolidated financial statements, management performed an impairment analysis of the technology acquired from Zetta, in
accordance with SFAS No. 144, and concluded that the asset was not recoverable and that an impairment loss should be
recognized as of September 30, 2006. The full amount of the remaining intangible asset balance as of September 30, 2006, or
$8.4 million, was recorded as an impairment of acquired technology in the first quarter of fiscal 2007,

In-Process Research and Development. During fiscal 2006, a portion of the fair value of the assets acquired from
Zetta was assigned to in-process research and development. We had no similar transactions in fiscai 2007.

Interest Income, net. During fiscal 2007, we gencrated net interest income of $1.7 million compared to $2.8 million
during the same period of the prior fiscal year. The decrease of approximately $1.1 million or 39.3% is due to lower cash and
investment balances when compared to the same period in fiscal 2006,
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Other Income (Expense), net. During fiscal 2007, we incurred net other expense of $698,000 compared to $139,000
during fiscal 2006. The increase in other net expense is primarily associated with (i) an increase of $262,000 in realized
losses on foreign currency transactions due to a weakening of the dollar compared to the euro and the British pound, and (ii)
an increase in realized losses on our short-term investments to $264,000 in fiscal 2007 from $23,000 in fiscal 2006. Fiscal
2007 includes a $157,000 impairment charge under FSP FAS 115-1 and 124-1, with no comparable charge in fiscal 2006.

Provision for (Benefit from) Income Taxes. We recorded income tax expense of $275,000 during fiscal 2007
compared to an income tax benefit of $3.8 million during fiscal 2006. The change of approximately $4.1 million is primarily
due to tax benefit recorded in fiscal 2006 for losses that were carried back to prior years® tax returns for refund claims. Fiscal
2007 tax expense is primarily due to tax expense retated to eamings in our foreign operations.

Fiscal 2006 Compared to Fiscal 2005

Net Revenue. Net revenue decreased to $209.0 million during fiscal 2006 from $235.7 million during fiscal 2005, a
decrease of approximately $26.7 million, or 11.3%. The decline was primarily the result of lower sales to HP, offset by (i) a
0.9% increase in sales of branded products and (ii) an increase in service revenue. We finished the year with a $5.0 miltion
backlog due to production and inventory problems at our outsourced manufacturer which delayed shipping of products,
principally to HP and to one of our Asia Pacific (APAC) OEM customers.

Product Sales

Net product revenue decreased to $196.5 mitlion during fiscal 2006 from $229.1 million during fiscal 2005, a
decrease of $32.6 million, or 14.2%.

Net product revenue from OEM customers decreased to $112.0 million during fiscal 2006 from $140.3 million
during fiscal 2005. The decrease of $28.3 million, or 20.2%, was primarily due to the expected decline in shipments of our
NEO products to HP and IBM as these customers begin to transition to alternate products sourced from other suppliers. Net
revenue from HP represented approximately 49.7% of net revenue in fiscal 2006 compared to 54.3% of net revenuc for fiscal
2005.

Net product revenue from Overland branded products, excluding service revenue, decreased to $83.4 million during
fiscal 2006 from $88.6 million during fiscal 2005. The decrease of approximately $5.2 million, or 5.9%, was primarily
associated with a 19.0% increase in sales of branded products in our APAC region offset by a 12.5% decline in sales within
our EMEA (Europe, Middle East and Africa) region.

Service

Net service revenue increased to $10.7 million during fiscal 2006 from $4.6 million during fiscal 2005. The increase

of $6.1 million or 132.6%% is associated with a $6.8 million increase in out-of warranty services provided, primarily to HP,
partially offset by approximately a $700,000 decrease in the number of service contracts sold.

Royalty Fees

Net royalty fees decreased to $1.8 million during fiscal 2006 from $2.0 million during fiscal 2005. The decrease of
approximately $200,000 or 10.0% is associated with lower VR? royalties.

Gross Profit. Gross profit decreased from $60.9 million during fiscal 2005 to $46.4 million during fiscal 2006, a
decrease of approximately $14.5 million or 23.8%.

Product Sales

Product gross profit decreased to $40.2 million, or 20.5%, during of fiscal 2006 compared to $57.9 million, or
25.3%, during fiscal 2005 and was negatively affecied by (i) redundant costs to support Sanmina and (ii) amortization
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expense of $2.7 million related to the technology acquired from Zetta. In addition, gross profit was negatively affected by
increased materials and labor costs, partiaily offset by a decrease in other cost of product revenue.

Service

Service gross profit increased to $4.4 million, or 41.1%, for fiscal 2006 from $1.1 million, or 23.3%, for fiscal 2005.
The increase in gross profit of $3.3 million, or 310.3%, showed significant improvement in material gross margins offset by a
slight decrease in other cost of service revenue.

Share-Based Compensation. During fiscal 2006, we recorded $2.0 million of share-based compensation charges
associated with the adoption of SFAS No. 123(R), of which $13,000 was allocated to cost of revenue, $621,000 was allocated
to sales and marketing, $206,000 to research and development and $1.2 million to general and administrative expenses.

Sales and Marketing Expense. Sales and marketing expenses increased to $37.9 million during fiscal 2006 from
$34.4 million during fiscal 2005. The increase of approximately $3.5 million or 10.3% was primarily associated with
increased compensation expense of approximately $3.1 million associated with an increase in headcount of 10 employees and
$615,000 in share-based compensation expense not included in fiscal 2005, partially offset by reduced promotional spending
of approximately $888,000.

Research and Development Expense. Research and development expenses increased to $18.8 million during fiscal
2006 from $10.7 million during fiscal 2005, The increase of approximately $8.1 million or 75.5% was primarily due to a $5.7
million increase in compensation costs associated with (i) an increase in headcount resulting from the acquisition of the Zetta
development team and (ii) $1.6 million in costs related to development of ARCvault.

General and Administrative Expense. General and administrative expenses increased to $14.6 million during fiscal
2006 from $12.3 million during fiscal 2005. The increase of approximately $2.3 million or 18.2% was primarily due to (i)
$1.1 million share-based compensation costs not included in the prior year period, (ii) $902,000 in higher than expected legal
fees due to the accumulation of our shares in early fiscal 2006 by a competitor, (iii) $105,000 severance costs, and (iv)
$197,000 in increased IT spending, partially offset by a reduction in readiness costs associated with Section 404 of the
Sarbanes-Oxley Act of 2002,

In-Process Research and Development. The purchase price of our acquisition of Zetta was assigned to the fair
value of the assets acquired, including in-process research and development. As of the acquisition date, technological
feasibility of the in-process technology had not been established, Therefore, the in-process research and development of $1.1
million was recorded as expense at the date of the acquisition.

The amount of the purchase price allocated to in-process research and development was based on established
valuation techniques used in the technology industry. The fair value assigned to the acquired in-process research and
development was determined using the income approach, which discounts projected future cash flows Lo present value. The
key assumptions used in the valuation included, among others, expected completion date of the in-process projects identified
as of the acquisition date, estimated costs to complete the projects, revenue contributions and expense projections assuming
the resulting product has entered the market, and discount rate based on the risks associated with the development life cycle
of the acquired in-process technology.

Interest Income. Interest income increased to $2.8 million during fiscal 2006 from $1.6 million during fiscal 2005.
The increase of approximately $1.2 million or 71.8% is due to higher average yields when compared to fiscal 2005,

(Benefit from) Provision for Income Taxes. We recorded an income tax benefit of $3.8 miilion for fiscal 2006
compared to income tax expense of $490,000 for fiscal 2005. The change of approximately $4.3 million is primarily due to
our loss in fiscal 2006 versus income in fiscal 2005, partiaily offset by the impact of recording a full valuation allowance,
against our net deferred tax assets, for fiscal 2006. The benefit of $3.8 million recorded in fiscal 2006 represents the current
benefit earned for losses that can be carried back to prior years' tax returns for refund claims.




Liquidity and Capital Resources
At June 30, 2007, we had $22.8 million of cash, cash equivalenis and short-term investments, compared to $62.5
million at June 30, 2006. We have no other unused sources of liquidity at this time.

Historically, our primary source of liquidity has been cash generated from opcrations. However, we have incurred
losses in recent periods and negative cash flows during the current fiscal year. As of or for the year ended June 30, 2007, we
had an accumulated deficit of $18.8 million, incurred a net loss of $44.1 miltion and the balance of cash, cash equivalents and
short-term investments declined by $39.7 million compared to the balance at June 30, 2006. We operate in a highly
competitive markel characterized by rapidly changing technology. During fiscal 2008, we expect to continue to incur losses
as we introduce and market our new products. However, we expect to increase inventory turns and further reduce our
inventory levels. Management expects that this reduction in inventory levels, our current balance of cash, cash equivaients
and short-lerm investmerus, and anticipated funds from operations will be sufficient to fund our operations for the twelve
months following the balance sheet date. We need to generate additional revenue, improve our gross profit margins and
reduce operating expenses to be profitable in future periods. Qur recent history of net losses could cause current or potential
customers 1o defer new orders with us ar select other vendors, and may cause suppliers to requite terms that are unfavorable
to us. Failure to achieve profitability, or maintain profitability if achieved, may require us to raise additional funding which
(i) could have a material adverse effect on the market value of our common stock, (ii) we may not be able to obtain in the
necessary time frame to avoid disruptions to our business or on terms favorable to us, if at all, or (3ii) may be inadequate to
enable us to continue to conduct business. If needed, failure to raise such additional funding may adversely affect our ability
1o achieve our longer term business objectives.

During fiscal 2007, we used cash in operating activities of approximately $34.2 million compared to cash provided
from operating activities in fiscal 2006 and 2005 of $7.3 million and $8.3 million, respectively. The change from fiscal 2006
to 2007 of $41.5 million is primarily attributed to our increased net loss, offset by a non-cash impairment of acquired
technology of $8.4 millicn. From fiscal 2005 1o 2006, there was a change of $1.0 million in cash provided by operating
activities. This change was primarily the result of our net loss in fiscal 2006 compared to net income in fiscal 2005.

During fiscal 2007 and 2006, we generated cash from investing activities of $33.7 miltion and $16.0 million,
respectively, compared to cash used in investing activities of $18.1 million during fiscal 2005. During fiscal 2007 and 2006
we liquidated some of our investments to support our operations. In fiscal 2006, we used $8.9 million to acquire Zetta with
no other similar acquisitions in fiscal 2007 or 2005. During fiscal 2007, 2006 and 2005, capital expenditures totaled $3.2
million, $4.0 million and $3.4 million, respectively. During fiscal 2007, such expenditures were primarily associated with
computers, machinery and equipment to support new product development and transitioning manufacturing in-house. During
fiscal 2006 and 2005, capital expenditures were comprised primarily of software and tooling equipment.

We used cash in our financing activities of $2.6 million during fiscal 2007 compared to $8.5 million during fiscal
2006 and cash provided by financing activities in fiscal 2005 of $2.6 million. During fiscal 2007, 2006 and 2005 we used
cash of $2.7 million, $10.8 millien and $309,000, respectively to repurchase 373,000 shares, 1.3 million shares and 32,500
shares of our stock under our repurchase program. These uses of cash were offset by proceeds from the issuance of common
stock under our 1996 ESPP and 2006 ESPP and upon exercise of stock options for proceeds of $142,600, $2.3 million and
$2.9 million in fiscal 2007, 2006 and 2005, respectively. Proceeds from the issuance of common stock under our 1996 ESPP
and 2006 ESPP and upon exercise of stock options have decreased duc to the decrease in our stock price since fiscal 2005
and the change in the purchase price of our ESPP.

In October 2005, our board of directors expanded our share repurchase program to allow for the purchase of up to
2.5 million shares of our common stock on the open market or through negotiated transactions. In October 2006, our board of
directors terminated our share repurchase program and there were no share repurchases afler the first quarter of fiscal 2007,
During fiscal 2007 and fiscal 2006, an aggregate of approximately 373,000 shares and 1.3 million shares were repurchased at
a cost of approximately $2.7 million and $10.8 million, respectively.
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Off-Balance Sheet Arrangements

We have no off-balance sheet arrangements or significant guarantees (o third parties that are not fully recorded in
our consolidated balance sheets or fully disclosed in the notes 1o our consolidated financial statements.

Contractual Obligations

The following schedule summarizes our contractual obligations to make future payments at June 30, 2007 {in

thousands):
Less than After §
Contractual Obligations Total 1 year 1-3 years 3-5 years yeasrs
Operating lease obligations (1) $24945 §$ 3496 §$ 6896 § 7,106 § 7447
Purchase obligations (2) 9,270 8,506 764
Total contractual obligations $34215 §$12,002 § 7660 $ 7,106 § 7447

(1) Represents contractual lease obligations under non-cancellable operating leases on our San Diego; Wokingham
England; Paris, France; and Singapore facilities

(2) Represents purchase orders for inventory and non-inventory items entered into prior to June 30, 2007, with purchase
dates extending beyond July 1, 2007. The obligations are not necessarily non-cancellable.

Inflation

Inflation has not had a significant impact on our operations during the periods presented. Historically we have been able to
pass on to our customers increases in raw material prices caused by inflation. If at any time we cannot pass on such increases,
our margins could suffer. Qur exposure 1o the effects of inflation could be magnified by the concentration of OEM business,
where our margins tend to be lower.

Recently Issued Accounting Pronouncements
See Note 1 to our consolidated financial statements.
Item 7A. Quantitative and Qualitative Disclosures about Market Risk.

Market risk represents the risk of loss that may impact our financial position, results of operations or cash flows due
to adverse changes in financial and commodity market prices and rates. We are exposed to market risk in the areas of changes
in U.5. interest rates and changes in foreign currency exchange rates as measured against the U.S. dollar. These exposures are
directly related to our nonmal operating and funding activities. Historically, we have not used denivative instruments or
engaged in hedging activities,

Interest Rate Risk. All of our fixed income investments are classified as available-for-sale and therefore reported on
the balance sheet at market value. Changes in the overall level of interest rates affect our interest income that is generated
from our investments. For fiscal 2007, total interest income was $1.7 million with investments yielding an annual average of
5.1% on a worldwide basis. The interest rate level was up approximately 100 basis points from 4.1% in fiscal 2006. Ifa
comparable increase or decrease in overall interest rates {100 basis points) were to occur in fiscal 2008, our interest income
would increase or decrease approximately $322,000, assuming consistent investment levels.

The table below presents the cash, cash equivalents and short-term investment balances and related weighted-
average interest rates at the end of fiscal 2007. The cash, cash equivalents and short-term investment balances approximate
fair value (in thousands):

B
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Approximate Welghted-Average

Market Value Interest Rate
Cash and cash equivalents 5 17,503 4.7%
Short-term investments:
Less than | year — -
Duein 1 -2 years — —
Due in 2-5 years 329 4.0%
Due after 5 years 4,993 52%
$ 22,825 4.8%

The table above includes the U.S. dollar equivalent of cash, cash equivalents and short-term investments, including
$1.2 million and $318,000 equivalents denominated in the British pound and the euro, respectively.

Foreign Currency Risk. We conduct business on a global basis and essentially all of our products sold in
international markets are denominated in U.S. dollars. Historically, export sales have represented a significant portion of our
sales and are expected to continue to represent a significant portion of sales.

Our wholly-owned subsidiaries in the United Kingdom, France and Germany incur costs which are denominated in
local currencies. As exchange rates vary, these results when translated into U.S. doliars may vary from expectations and
adversely impact overall expected results. The effect of exchange rate fluctuations on our results during fiscal 2007 was not
material.

Item 8. Financial Statements and Supplementary Data.

Our consolidated financial statements and supplementary data required by this item are set forth at the
pages indicated in Item 15(a)(1) and 15(a)(2), respectively.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.

Not applicable,
Item 9A. Controls and Procedures.

Not applicable.
Item 9A(T). Controls and Procedures,
Disclosure Controls and Procedures

Under the supervision and with the participation of our management, including our principal executive officer and
principal financial officer, we conducted an evaluation of our disclosure controls and procedures, as such term is defined
under Rules 13a-15(c) and 15d-15(e) under the Exchange Act. Based on this evaluation, our principal executive officer and
our principal financial officer concluded that our disclosure controls and procedures were effective as of the end of the period
covered by this annual report.
Internal Control Over Financial Reporting

As our fiscal year ended before December 15, 2007 and we are not an “accelerated filer” or “large accelerated filer”
(as those terms are defined in Rule 12b-2 under the Securities Exchange Act of 1934, as amended), this annual repornt does
not include a report of management's assessment of the effectiveness of our internal control over financial reporting or an

attestation report of our independent registered public accounting firm, as permitted by temporary rules established by the
Securities and Exchange Commission.
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Changes in Internal Control over Financial Reporting

As of the end of fiscal 2006, and through the first three quarters of fiscal 2007, we reported a material weakness in
internal control over financial reporting related (¢ the completeness and accuracy of accounts payable and accrued expenses.
Through the implementation of new processes and procedures, management believes the previously reported material
weakness has been remediated as of the end of the period covered by this annual report.

As discussed above with respect to the remediation of the material weaknesses, there were changes in our internal
controt over financial reporting during the fiscal quarter ended July 1, 2007 that have materially affected, or are reasonably
likely to materially affect, our internal control over financial reporting,

Item 9B. Other Information,

Not applicable.

PART Il
(tem 0. Directors, Executive Officers and Corporate Governance.

The information required by this item is included under the captions entitled “Election of Directors,” “Executive
Officers,” and “Section 16(a) Beneficial Ownership Reporting Compliance™ in our proxy statement to be filed for our 2007
Annual Meeting of Shareholders and is incorporated herein by reference.

We have adopied the Overland Storage, Inc. Code of Business Conduct and Ethics, a Code that applies to our
directors, officers and employees. A copy of the Cede of Business Conduct and Ethics is publicly available on our website at
www.overlandstorage.com. If we make any substantive amendments to the Code of Business Conduct and Ethics or grant

any waiver from a provision of the code applying to our principal executive officer or our principal financial or accounting
officer, we will disclose the nature of such amendment or waiver on our website or in a report on Form 8-K.

Item 11. Executive Compensation,

The information required by this item will be contained in our proxy statement to be filed for our 2007 Annual
Meeting of Shareholders and is incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters.

The information required by this iterm will be contained in our proxy statement to be filed for our 2007 Annual
Meeting of Sharcholders and is incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence.

The information required by this itern will be contained in our proxy statement to be filed for our 2007 Annual
Meeting of Shareheolders and is incorporated herein by reference.

Item 14. Principal Accounting Fees and Services.

The information required by this item will be contained in our proxy statement to be filed for our 2007 Annual
Meeting of Shareholders and is incorporated herein by reference.
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PART IV

Item 15. Exhibits, Financial Statement Schedules.

(a)(1) Financial Statements. The following consolidated financial statements of Overland Storage, Inc. and report
of independent registere:d public accounting firm are included in a separate section of this report at the page numbers so

indicated:

Report of Independent Registered Public Accounting Firm

Consolidated Balance Sheets as of June 30, 2007 and 2006
Consolidated Statements of Operations for the Years Ended June 30, 2007, 2006 and 2005
Consolidated Statements of Shareholders’ Equity and Comprehensive Income (Loss) for Years

Ended June 30, 2007, 2006 and 2005

Consolidated Statements of Cash Flows for the Years Ended June 30, 2007, 2006 and 2005
Notes to Consolidated Financial Statements

(a)(2) Financial Statement Schedules.

Schedules not listed above have been omitted because they are not applicable or are not required or the information
required to be set forth therein is included in the consolidated financial stalements or notes thereto.

(2)(3) Exhibits

2.1

22

31

3.2

33

34

4.1

42

10.1

10.2

10.3

Agreement and Plan of Merger dated June 20, 2003 among Overland, Okapi Acquisition Co., Inc. and Ckapi
Software, Inc. (incorporated by reference to the Company’s Form 10-K filed September 26, 2003). ++

Agreement and Plan of Merger dated August 8, 2005 among Overland, Zeppole Acquisition Corp. and Zetta
Systems, Inc. (incorporated by reference to the Company’s Form 10K filed September 15, 2005). ++

Amended and Restated Articles of Incorporation (incorporated by reference to the Company’s Form 10-K
filed Sepiember 27, 2002).

Certificate of Amendment of Articles of Incorporation (incorporated by reference to the Company’s Form 10-
Q filed February 10, 2006).

Amended and Restated Bylaws (incorporated by reference to the Company’s Form 8-K filed August 26,
2005).

Certificate of Amendment of Bylaws (incorporated by reference to the Company’s Form 8-K filed April 30,
2007).

Specimen stock certificate (incorporated by reference to the Company's Form 10-K filed September 27, 2002).

Sharcholder Rights Agreement dated August 22, 2005 between Overland and Wells Fargo Bank, N.A., as
Transfer Agent (incorporated by reference to the Company’s Form 8-K filed August 26, 2005).

San Diego Headquarters Facility Lease dated October 12, 2000 between Overland and LBA-VIF One, LLC
(incorporated by reference to the Company’s Form 10-Q filed February 14, 2001).

First Amendment to Lease dated January 18, 2001 between Overland and LBA Overland, LLC, as successor-
in-interest to LBA-VIF One, LLC (incorporated by reference to the Company’s Form 10-K filed
September 28, 2001).

Second Amendment to Lease dated March 8, 2001 between Overland and LBA Overland, LLC (incorporated
by reference to the Company’s Form 10-K filed September 28, 2001).
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10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10,13

10.14

10.15

10.16

10.17

10.18

10.19

10.20*

10.21*
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Business Loan Agreement dated November 28, 2001 between Overland and Comerica Bank-California
(incorporated by reference to the Company’s Form 10-Q filed February 13, 2002).

Secunty Agreement dated November 28, 2001 between Overland and Comerica Bank-California {incorporated

by reference to the Company's Form 10-Q filed February 13, 2002).

Master Revolving Note dated November 28, 2001 between Overland and Comerica Bank-California
(incorporated by reference to the Company’s Form 10-Q filed February 13, 2002).

Variable Rate-Single Payment Note dated November 28, 2001 between Overland and Comerica Bank-
California {incorporated by reference to the Company's Form 10-Q filed February 13, 2002).

First Modification to Business Loan Agreement dated August 13, 2002 between Overland and Comerica
Bank-California (incorporated by reference to the Company’s Forms 10-Q filed November 13, 2002),

Loan Mcdification to Business Loan Agreement dated August 30, 2002 between Overland and Comerica
Bank-California (incorporated by reference to the Company’s Form 10-K filed September 10, 2004).

Second Modification to Business Loan Agreement and Addendum A dated September 10, 2003 between
Overland and Comerica Bank-California (incorporated by reference to the Company's Form 10-Q filed
February 10, 2004).

Loan Revision/Extension Agreement dated September 10, 2003 between Overland and Comerica Bank-
California (incorporated by reference to the Company's Form 10-G filed February 10, 2004).

Third Modification to Business Loan Agreement dated October 25, 2004 between Overland and Comerica
Bank-California (incorporated by reference to the Company’s Form 10-Q filed February 11, 2005),

Loan Revision/Extension Agreement dated October 22, 2004 between Overland and Comerica Bank-
California (incorporated by reference to the Company's Form 10-Q filed February 11, 2005).

Fourth Modification to Business Loan Agreement dated November 8, 2005 between Overland and Comerica
Bank (incorporated by reference to the Company’s Form 10-Q filed February 10, 2006).

Product Purchase Agreement No. 1585-042103 dated July 31, 2003 between Overland and Hewlett Packard
Company (incorporated by reference to the Company’s Form 10-Q filed February 10, 2004). +

Addendum to Product Purchase Agreement No, 1585-042103 effective July 30, 2006 between Overland and
Hewlett Packard Company (incorporated by reference to the Company's Form 10-K filed September 135,
2006).

Manufacturing Services Agreement between Overland Storage, Inc. and Sanmina-SC1 Corporation effective as
of November 23, 2004 (incorporated by reference to the Company's Form 10-Q filed February 11, 2005). +

Amendment No. | to Manufacturing Services Agreement between Overland Storage, Inc. and Sanmina-SCI
Corporation effective as of May 30, 2005 (incorporated by reference to the Company’s Form 10K filed
September 15, 2005). +

Transition Amendment dated September 29, 2006 between Qverland Storage, Inc. and Sanmina-SCl
Corporation (incorporated by reference to the Company’s Form 10-Q filed November 8, 2006).+

Form of Indemnification Agreement entered into between Overland and cach of its directors and officers
{incorporated by reference to the Company's Form 10-Q filed February 13, 2002).

Form of Retention Agreement entered into between Overland and each of its executive officers (incorporated
by reference to the Company’s Form 10-X filed September 28, 2001).
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10.23*

10.24*

10.25%

10.26*

10.27*

10.28*

10.29*

10.30*

10.31*

10.32¢

10.33*

10.34%

10.35*

10.36*

10.37*

10.38*

10.39*
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Letter Agreement dated November 22, 2005 between Overland and Christopher Calisi (incorporated by
reference to the Company’s Form 8-K filed November 29, 2005).

Separation Agreement, Genera!l Release and Consulling Agreement with Christopher P. Calisi dated
November 6, 2006 (incorporated by reference to the Company’s Form 8-K filed November 7, 2006).

Employment Agreement dated December 4, 2000 between Overland and Vernon A. LoForti (incorporated by
reference to the Company’s Form 10-Q filed February 14, 2001).

Separation and General Release Agreement dated July 24, 2006 between Overland and George Karabatsos
(incorporated by reference to the Company’s Form 8-K filed July 24, 2006).

Second Amendment Lo 1995 Stock Option Plan (incorporated by reference to the Company’s Form S-8
Registration Statement No. (333-41754) filed July 19, 2000).

Form of Stock Option Agreement for options granted under the 1995 Stock Option Plan (incorporated by
reference to the Company’s Form 10-K filed September 28, 2001).

First Amendment to 1997 Executive Stock Option Plan (incorporated by reference to the Company’s Form S-8
Registration Statement No. (333-41754) filed July 19, 2000).

Form of Stock Option Agreement for options granted under the 1997 Executive Stock Option Plan
(incorporated by reference to the Company’s Form 10-K filed September 28, 2001).

2000 Stock Option Plan, as amended and restated (incorporated by reference to the Company’s Form 10-K
filed Seprember 27, 2002).

Form of Notice of Stock Option Award and Stock Option Award Agreement for options granted under 2000
Stock Option Plan (incorporated by reference to the Company’s Form 10-Q filed May 15, 2001).

2001 Supplemental Stock Option Plan (incorporated by reference to the Company’s Form 5-8 Registration
Statement No. (333-75060) filed December 13, 2001).

Form of Notice of Stock Option Award and Stock Option Award Agreement for options granted under 2001
Supplemental Stock Option Plan (incorporated by reference to the Company’s Form 10-K filed September 27,
2002).

2003 Equity Incentive Plan, as amended {incorporated by reference to the Company’s Form 10-Q filed
February 11, 2005).

Form of Stock Option Agreement for options granted to senior officers under the 2003 Equity Incentive Plan
(incorporated by reference to the Company’s Form 10-Q filed February 10, 2004).

Form of Stock Option Agreement for options granted to outside directors under the 2003 Equity Incentive Plan
(incorporated by reference to the Company’s Form 10-Q filed February 10, 2004).

Form of Standard Stock Option Agreement for options granted under the 2003 Equity Incentive Plan
(incorporated by reference to the Company's Form 10-Q filed February 10, 2004).

Form of Restricted Stock Agreement for restricted stock granted under the 2003 Equity Incentive Plan
(incorporated by reference to the Company's Form 10K filed September 15, 2005).

Amended and Restated 1996 Employee Stock Purchase Plan as amended August 22, 2005 (incorporated by
reference to the Company’s Form 10Q filed November 14, 2003).
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2006 Employee Stock Purchase Plan (incorporated by reference to the Company’s Form S-8 Registration
Statement No, (333-139064) filed December 1, 2006).

Scparation and General Release Agreement dated March 31, 2006 between Overland and Diane Gallo
(incorporated by reference to the Company’s Form 8-K filed March 22, 2006).

Summary Sheet of Director and Executive Officer Compensation.

Subsidiaries of the Company.

Consent of PricewaterhouseCoopers LLP, Independent Registered Public Accounting Firm,

Power of Attomey (included on signature page).

Centification of Vemon A. LoForti, President and Chief Executive Officer, pursuant 1o Rule 13a-14(a) or 15d-
14(a) of the Securities and Exchange Act of 1934, as adopted pursuant to Section 302 of the Sarbanes-Oxley
Act of 2002,

Centification of Kurt L. Kalbfleisch, Vice President of Finance and Interim Chief Financial Qfficer, pursuant
to Rule 13a-14(a) or 15d-14(a) of the Securities and Exchange Act of 1934, as adopted pursuant to Section 302
of the Sarbanes-Oxley Act of 2002,

Centification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley

Aci of 2002, executed by Vernon A. LoForti, President and Chief Executive Officer, and Kurt L. Kalbfleisch,
Vice President of Finance and Interim Chief Financial Officer.

(383

it

The Company has requested confidential treatment for certain portions of this exhibit.

Certain schedules and similar attachmenis have been omitted pursuant to ltem 601(b)(2) of Regulation S-K., A
copy of the omitted schedules and similar attachments will be provided supplementally to the SEC upon request,

Management contract or compensation plan or arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly
caused this report 1o be signed on its behalf by the undersigned, thereunto duly authorized.

OVERLAND STORAGE, INC.
Dated: August 23, 2007 By:/s/ VERNON A. LoFORTI

Vemon A. LoForti
President and Chief Executive Officer

POWER OF ATTORNEY

Each person whose signature appears below constitutes and appoints Vemon A. LoForti and Kurt L. Kalbfleisch,
jointly and severally, as his attorney-in-fact, each with the power of substitution, for him in any and all capacities, to sign any
amendments to this annual report on Form 10-K and to file the same, with exhibits thereto and other documents in connection
therewith, with the Securities and Exchange Commission, hereby ratifying and confirming all that each of said atlorneys-in-
fact, or his substitute or substitutes, may do or cause to be done by virtue hereof. Pursuant to the requirements of the
Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf of the registrant and
in the capacities and on the dates indicated.

Signature Title Date
/s VERNON A. LoFORTI President, Chicf Executive Officer August 23, 2007
Vemeon A. LoForti and Director

(Principal Executive Officer)

fs/ KURT L. KALBFLEISCH Vice President of Finance and Interim August 23, 2007
Kurt L. Kalbfleisch Chief Financial Officer

(Principal Financial

and Accounting Officer)

/sf ROBERT A. DEGAN Director August 23, 2007
Robert A. Degan .

s/ SCOTT McCLENDON Chairman of the Board August 23, 2007
Scott McClendon

fsf WILLIAM MILLER Director August 23, 2007
William Miller

/s/ MICHAEL NORK1JS Director August 23, 2007

Michael Norkus
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Report of Independent Registered Public Accounting Firm
To the Board of Directors and Shareholders of Qverland Storage, Inc.

In our opinion, the consolidated financial statements listed in the index appearing under {temn 15(a)(1) present fairly, in all
matenial respects, the financial position of Overland Storage, Inc. and its subsidiaries at July 1, 2007 and July 2, 2006, and the
results of their operations and their cash flows for each of the three years in the period ended July 1, 2007 in conformity with
accounting principles generally accepted in the United States of America. These financial statements are the responsibility of
the Company’s management. Qur responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits of these statements in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financizal statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, and evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

As discussed in Note 1 to the consolidated financial statements, the Company changed its methed of accounting for share-
based payments during the year ended July 2, 2006.

PricewaterhouseCoopers LLP
San Diego, California
August 20, 2007
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OVERLAND STORAGE, INC.
CONSOLIDATED BALANCE SHEETS
(in thousands)

Assets
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, less allowance for doubtful accounts of $374 and $436 as of June 30, 2007
and 2006, respectively
Inventories
Deferred tax assets
Other current assets
Total current assets

Property and equipment, net
fntangible assets, net
Other assets

Total assets

Liabilities and Shareholders’ Equity
Current liabilities:
Accounts payable
Accrued liabilities
Accrued payroll and employee compensation
Income taxes payable
Accrued warranty
Total current liabilities

Deferred tax liabilities
Other long-term liabilities
Total liabilitics

Commitments and contingencies (Note 12)

Shareholders’ equity:
Common stock, no par value, 45,000 shares authorized; 12,748 and 13,230 shares issued and
outstanding, as of June 30, 2007 and 2006, respectively
Accumulated other comprehensive income (loss)
{Accumulated deficit) retained camings
Total shareholders’ equity
Total liabilities and shareholders’ equity

See accompanying notes to consolidated financial statements.

June 30,
2007 2006

$ 17,503 §$ 20,315
5,322 42,197

22,572 30,321
20,556 14,978

185 2,147
6,953 9,114
73,091 119,072
11,052 11,026
1,731 12,615
2,179 2,056

$ 88,053 $144,769

$ 8,094 § 17,399
15,773 15,330

3,122 4277
402 278
6,134 5,407
33,525 42,691
185 2,147
5,233 4,493
38,943 49331

67,841 70,496

91 (347)
(18,822) 25,289
49,110 _ 95,438
$ 88,053 $144,769
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OVERLAND STORAGE, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)

Fiscal Year
2007 2006 2005
Net revenue:
Product revenue $142,416 $196,527 $229,103
Service revenue 16,501 10,680 4,592
Royalty fees 1,526 1,831 1,992
160,443 209,038 235,687
Caost of product revenue 126,003 156,298 171,247
Cost of service revenue 10,097 6,294 3,523
Gross profit 24,343 46,446 60,917
Operating expenses:
Sales and marketing 32,391 37.940 34,382
Research and development 14,999 18,752 10,687
General and administrative 13,387 14,564 12,324
Impairment of acquired technology 8411 — —
In-process research and development —_ 1,121 —
69,188 72,377 57,393
(Loss) income from operations (44,845) (25,931) 3,524
Other income (expense):
Interest income 1,709 2,17 1,613
[nterest expense {2) (12) (76)
Other (expense) income, net (698) (139) 7
{Loss) income before income taxes {43,836) (23,311) 5,068
Provision for (benefit from) income taxes 275 (3,825) 490
Net (loss) income $(44,111) §$(19,486) 3 4,578
Net (loss) income per share:
Basic $ (345 8 (142) § 033
Diluted $ (345) § (142) § 032
Shares used in computing net (loss) income per share:
Basic 12,799 13,716 13,899
Diluted 12,799 13,716 14,429

See accompanying notes 10 consolidated financial statements.
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Balance at June 30, 2004
Stock option and purchase plans
Issuance of restricted stock
Deferred compensation
Repurchase of common stock
Tax benefits from exercise of stock
options
Comprehensive income:
Net income
Foreign currency translation
Unrealized loss on shori-term
investments ’
Total comprehensive income
Balance at June 30, 2005
Reverse deferred compensation upon
adoption of SFAS No. 123(R)
Stock option and purchase plans
Issuance of restricted stock, net
Repurchase of common stock
Share-based compensation expense
Comprehensive loss:
Net loss
Foreign currency translation
Unrealized loss on short-term
investments
Total comprehensive loss
Balance at June 30, 2006
Stock option and purchase plans
Cancellation of restricted stock
Repurchase of common stock
Share-based compensation benefit
Comprehensive loss:
Net loss
Foreign currency translation
Reclassification adjustment for
unrealized loss on avaitable-for-
sale securities
Total comprehensive loss

OVERLAND STORAGE, INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY AND COMPREHENSIVE (LOSS) INCOME
(in thousands)
Accumulated {Accumulated
Other Deficit) Total
Common Stock Comprehensive Deferred Retained Shareholders’
Shares Amount (Loss) Income  Compensation Earnings Equity
{3,694 $73,573 $ (256) % — 3 40,197 § 113,514
362 2,972 — — — 2,972
100 — — - — —
— 543 —_ (463) — 80
(33) (309) — — — (309)
— 715 — — — 715
_ - — — 4,578 4,578
— — 24 — — 24
—_ —_— (80) — —_ (80)
— — — — — 4502
14,123 77,494 (312) (463} 44,775 121,494
- (463) — 463 — —
349 2,258 — — — 2,258
61 — — — — —
{1,303) (10,804) — —_ — {10,804)
— 2,011 —_ — — 2,011
— — — _ {19,486) (19,486)
— — 136 —_ — 136
— — (171) — — (171)
— _ - — — (19,521)
13,230 70,496 (347) $ — 25,289 95,438
26 142 — —_ — 142
(135) — — — — —
(373) (2,722) — — — (2,722)
— (75) — — — (75)
— — — _ (44,111) (44,111)
— — 154 — — 154
— — 284 — — 284
— — — — — (43,673)
12,748 $67,841 § 91 § — $ (18822) § 49,110

Balance at June 30, 2007

See accompanying notes o consolidated financial statements.
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OVERLAND STORAGE, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
Fiscal Year
2007 2006 2005
Operating activities:
Net (loss) income $(44,111) 8(19,486) § 4,578
Adjustments to reconcile net (loss) income to cash (used in) provided by operating
activities:
Impairment of acquired technology 8,411 — —
Depreciation and amortization 5,630 6,884 4,289
Deferred tax provision (146) (1,429) (1,071)
Provision for losses on accounts receivable 368 159 o7
Acquired in-process research and development — 1,121 —
Tax benefits from exercise of stock options — — 715
Share-based compensation (75) 2,011 109
Realized loss (gain) on short-term investments 264 23 (2)
Amortization of discount on short-term investments 28 122 147
Loss on disposal of property and equipment 19 17 35
Changes in operating assets and liabilities, net of effects of acquisition:
Accounts receivable 7,381 7,223 (4,006)
Inventories (5,578) 4,130 (3,982)
Accounts payable and accrued liabilities (8,135) 3,324 11,650
Accrued payroll and employee compensation (1,155) 282 866
Other assets and liabilities, net 2,902 2,875 (5,172)
Net cash (used in) provided by operating activities (34,197) 7.256 8,253
Investing activities:
Purchases of short-term investments (48,525) (69,878) (114,218)
Proceeds from maturities of short-term investments 77,754 95,922 95,252
Proceeds from sales of short-term investments 7,706 2,832 4316
Capital expenditures (3,202) (3,972} (3,406)
Net cash payments to acquire the stock of Zetta Systems, Inc — (8,857) —
Net cash provided by (used in) investing activities 33,736 16,047 (18,056)
Financing activities:
Proceeds from the exercise of stock options and the sale of stock under the 1996
employee stock purchase plan 142 2,258 2,943
Repurchase of common stock (2,722  (10,804) (309)
Net cash (used in) provided by financing activities (2,580) (8,546) 2,634
Effect of exchange rate changes on cash 229 60 24
Net (decrease) increase in cash and cash equivalents (2,812) 14,817 (7,145)
Cash and cash equivalents, beginning of year 20,315 5,498 12,643
Cash and cash equivalents, end of year $ 17503 § 20315 § 5498
Supplemental disclosure of cash flow information:
Cash paid for income taxes $ 355 § 735 § 2,555
Cash paid for interest $ 2 3 9 § e
Non-cash investing activities:
Change in net unrealized loss on short-term investments $§ 35 % 171 % 80
Capital expenditures received not paid as of year end § — 3 709 % —
See accompanying notes to consolidated financial statements
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OVERLAND STORAGE, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - OPERATIONS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
General

Overland Storage, Inc. (We, Overland or the Company) was incorporated on September 8, 1980, under the laws of
the State of California. For more than 25 years we have delivered data protection solutions designed for backup and recovery
to ensure business continuity. Historically, we have focused on delivering a portfolio of tape automation solutions including
loader and library systems designed for small and medium-sized business computing environments.

The Company operates and reports using a 52-53 week fiscal year with each quarter ending on the Sunday closest to
the calendar quarter. For ease of presentation, the Company’s last fiscal year is considered to end on June 3¢, 2007, For
example, references to fiscal 2007, 2006 and 2005 refer to the fiscal year ended July 1, 2007, July 2, 2006 and July 3, 2005,
respectively. Fiscal 2007, 2006 and 2005 contained 52 weeks, 52 weeks and 53 weeks, respectively.

During the fourth quarter of fiscal 2006, the Company recorded certain amounts relating to prior 2006 quarters and
prior years resulting in a reduction of its net loss by $313,000 ($0.03 per share) and $324,000 (30.02 per share) for the quarter
and vear ended July 2, 2006, respectively. The Company concluded that the amounts were not material to any previously-
reported annual or interim period nor was the cumulative amount material to the current fiscal year. As such, the amounts
were recorded in the fourth quarter of fiscal 2006 and prior periods were not restated.

We have incurred losses in recent periods and negative cash flows during the current fiscal year. As of or for the
year ended June 30, 2007, we had an accumulated deficit of $18.8 million, incurred a net loss of $44.1 million and the
balance of cash, cash equivalents and short-term investments declined by $39.7 million compared to the balance at June 30,
2006. We operate in a highly competitive market characterized by rapidly changing technology. Total cash, cash equivalents
and short-term investments as of June 30, 2007 was $22.8 million. We have no other unused sources of liquidity at this time.
During fiscal 2008, we expect to continue to incur losses as we introduce and market our new products. However, we expect
to increase inventory turns and further reduce our inventory levels. Although there can be no assurance, management expects
that this reduction in inventory levels, our current balance of cash and short-term investments, and anticipated funds from
operations will be sufficient to fund our operations for the twelve months following the balance sheet date. We need to
generate additional revenue, improve our gross profit margins and reduce operating expenses to be profitable in future
periods. Our recent history of net losses could cause current or potential customers to defer new orders with us or select other
vendors, and may cause suppliers to require terms that are unfavorable to us. Failure to achieve profitability, or maintain
profitability if achieved, may require us to raise additional funding which (i) could have a material adverse effect on the
market value of our common stock, (ii} we may not be able to obtain in the necessary time frame to avoid disruptions to our
business or on terms favorable to us, if at all, or {iii) may be inadequate to enable us to continue to conduct business. If
needed, failure to raise such additional funding may adversely affect our ability to achieve our longer term business
objectives.

Reclassification

During the third quarter of fiscal 2007, service revenue exceeded 10.0% of total net revenue and as such the
Company is now required to separately disclose service revenue on the face of its consolidated statcments of operations.
Therefore, prior year revenue has been reclassified for consistency with current period presentation. These reclassifications
had no impact on reported results of operations, financial position or cash flows,

Principles of Consolidation
The consolidated financial statements include the accounts of the Company and its wholly-owned subsidiaries,
Ovetrland Storage (Europe) Ltd., Overland Storage SARI., Overland Storage GmbH, Okapi Acquisition Co., Inc. (dissolved

cffective July 5, 2007), Zetta Systems, Inc., and Overland Storage Export Limited (dissolved effective July 3, 2007). All
significant intercompany accounts and transactions have been eliminated.
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Management Estimates and Assumptions

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make ¢stimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and reported amounts of
revenue and expenses during the reporting period. Estimates have been prepared on the basis of the most current and best
available information and actual results couid differ from those estimates. Significant estimates made by management include
share-based compensation, allowance for doubtful accounts, inventory valuation, valuation of intangible assets, impairment
of long-lived assets, warranty accrual and the valuation allowance on deferred tax assets, among others.

Revenue Recognition

Revenue from sales of producls is recognized when persuasive evidence of an arrangement exists, the price is fixed
or determinable, collectibility is reasonably assured and delivery has occurred. Under this policy, revenue on direct product
sales (excluding sales to distributors and certain OEM customers) is recognized upon shipment of products to our customers.
These customers are not entitled to any specific right of return or price protection, except for any defective product that may
be returned under our warranty policy. Title and risk of loss transfer to the customer when the product leaves our dock.
Product sales to distribution customers are subject to certain rights of return, stock rotation privileges and price protection.
Because we are unable to estimate our exposure for returned product or price adjustments, revenue from shipments to these
customers is not recognized untit the related products are in turn sold to the ultimate customer by the distributor. As part of
our existing agreements with certain OEM customers, we ship products to various distribution hubs around the world and
retain ownership of that inventory until it is pulled by these OEM customers to fulfill their customer orders, at which time
revenue is recognized. For products where software is essential to the functionality of our products, we recognize revenue in
accordance with Statement of Position (SOP) No. 97-2, Software Revenue Recognition.

When there are multiple elements in an arrangement, we allocate revenue to the separate elements based on relative
fair value, provided we have fair value for all elements of the arrangement. [f we have fair value for undelivered elements but
not the delivered element in an arrangement, we defer the fair value of the undelivered element(s) and the residual revenue is
allocated to the delivered element(s). Undelivered elements typically include services. Revenue from extended warranty and
product service contracts is initially deferred and recognized as revenue ratably over the contract period.

We have various licensing agreements relating to our Variable Rate Randomizer (VR?) technology with third
partics. As consideration for licensing our VR? technology, the licensees pay us a royalty fee for sales or their products that
incorporate our VR? technology. On a periodic basis, the licensees provide us with reports that include the quantity of units,
subject to royalty, sold to their end users. We record the royalty when reported to us by the licensee, generally in the period
during which the licensee ships the products containing VR? technology. In certain instances, the customer has elected to
purchase from us the Applications Specific Integrated Circuit (ASIC) chips embodying VR?, which are priced to include the
cost of the chip plus an embedded royalty fee; and revenue on ASIC chip sales is recorded as product revenue when cammed,
which under our FOB origin terms is upon shipment of the underlying ASIC chip incorporating the VR? technology to the
customer.

Warranty and Extended Warranty

The Company records a provision for estimated future warranty costs for both the return-to-factory and on-site
warranties. If future actual costs to repair were to differ significantly from estimates, the impact of these unforeseen costs or
cost reductions would be recorded in subsequent periods.

Separately priced extended on-site warranties are offered for sale to customers of all product lines. The Company
contracts with third-party service providers to provide service relating to all on-site warranties. Extended warranty revenue
and amounts paid in advance to outside service organizations are deferred and recognized as service revenue and cost of
service, respectively, over the peried of the service agreement.




Changes in the liability for product warranty and deferred revenue associated with extended warranties were as
follows (in thousands):

Product Deferred
Warranty Revenue

Liability at Junz 30, 2005 $ 4,158 $ 5,462
Settlements made during the period (1,908) (6,871)
Change in liability for warranties issued during the period 3,417 10,256
Change in liability for preexisting warranties (260} 25
Liability at June 30, 2006 5,407 8,822
Settlements made during the period (1,810) (9,709)
Change in liability for warranties issued during the period 2,731 12,337
Change in liability for preexisting warranties (194) 3
Liability at June 30, 2007 $ 6,134 811453

Shipping and Handling

Amounts billed to customers for shipping and handling are included in product sales and costs incurred related to
shipping and handling are included in cost of revenue.

Advertising Costs

Advertising costs are expensed as incurred. Advertising expenses for fiscal 2007, 2006 and 2005 were $1.1 million,
$1.4 million and $1.5 million, respectively.

Research and Development Costs

Research and development costs are expensed as incurred. Software development costs are expensed until
technological feasibility has been established, at which time any additional costs are capitalized in accordance with Financial
Accounting Standards Board (FASB) Statement of Financial Standards (SFAS) No. 86, Accounting for the Costs of Software
10 be Sold, Leased or Otkerwise Marketed. Because we believe our current process for developing software is essentially
completed concurrently with the establishment of technological feasibility, which occurs upon the completion of a working
model, no costs were capitalized during fiscal 2006 and 2005. Amounts capitalized in fiscal 2007 were not material.

Segment Data

The Company reports segment data based on the management approach. The management approach designates the
internal reporting that is used by management for making operating and investment decisions and evaluating performance as
the source of the Company’s reportable segments. The Company uses one measurement of profitability and does not
disaggregate its business for internal reporting. Based on the criteria of SFAS No. 131, Disclosures about Segments of an
Enterprise and Related Information, the Company has determined that it operates in one segment providing data storage
solutions for mid-range computer networks. The Company discloses information about products and services, geographic
areas and major customers.
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Information about Products and Services

The following table summarizes net revenue by product, in thousands:

Fisca! Year
2007 2006 1005

Tape based products:
NEO Series $£106,129 $143,745 $176,678
ARCvault family 11,430 3 —
Other (1) 1,909 15,415 21,518
119,468 159,183 198,196
Service 16,501 10,680 4,592
Spare parts and other 12,887 22,628 20,772
Disk based products (2) 10,228 13,603 9,895
VR? 1,359 2,944 2,232
$160,443 $209,038 $235,687

(1) Fiscal 2006 and 2005 include revenue associated with our PowerLoader and LoaderXpress products
discontinued in fiscal 2007.

(2) Includes REO Series and ULTAMUS Series.
lnformation about Geographic Areas
The Company markets its products domestically and internationally, with its principal international market being

Europe. The tables below contain information about the geographical areas in which the Company operates. Revenue is
attributed to the location to which the product was shipped. Long-lived assets are based on location of domicile.

Long-Lived
Net Revenue Ansets
{in thousznds)
Fiscal 2007
United States $ 67980 $ 12,065
United Kingdom 40,925 707
Rest of Europe 25,613 1
Singapore 15,247 —
Other foreign countries 10,678 —
$ 160,443 $ 12,783
Fiscal 2006
United States $ 90412 § 22933
United Kingdom 41914 639
Rest of Europe 29,098 19
Singapore 22,940 —
Other foreign countries 18,674 —
$ 209,038 § 23641
Fiscal 2005
United States $ 97,156 % 13,276
United Kingdom 65,845 667
Rest of Europe 28,464 8
Singapore 21,822 —
Other foreign countries 22,400 —

$ 235687 § 13,951




Cash Equivalents and Short-Term Investments

Highly liquid investments with insignificant interest rate risk and origina) maturities of three months or less, when
purchased, are classified as cash equivalents, Cash equivalents are comprised of money market funds. The carrying amounts
approximate fair value due to the short maturities of these instruments.

Investments with maturities greater than three months, when purchased, are classified as short-term investments.
The Company manages its cash equivalents and short-term investments as a single portfolio of highly marketable securities,
all of which are intended to be available for the Company’s current operations, As such, all of the Company’s shori-term
investments are classificd as available-for-sale and are reported at fair value, generally as determined by quoted market
prices, with any unrealized gains and losses (see Note 4), net of tax, recorded as a separate component of accumulated other
comprehensive income (loss) in shareholders’ equity. The cost of securities sold is based on the specific identification
method. Investments in auction rate securities are recorded, in short-term investments, at cost, which approximates fair value
due to their variable interest rates, which typically reset every 27 to 34 days, and, despite the long-term nature of their stated
contractual maturities, the Company has the ability to quickly liquidate these securities.

Accounts Receivable and Allowance for Doubtful Accounts

The Company records accounts receivable at invoice amount and does not charge interest thereon. The Company
estimates its allowance for doubtful accounts based on an assessment of the collectibility of specific accounts and the overall
condition of the accounts receivable portfolio. When evaluating the adequacy of the aliowance for doubtful accounts, the
Company analyzes specific trade and other receivables, historical bad debts, customer credits, customer concentrations,
customer credit-worthiness, current economic trends and changes in customers’ payment terms and/or patterns. The
Company reviews the allowance for doubtful accounts on a quarterly basis and records adjustments as considered necessary.
Customer accounts are written-off against the allowance for doubtful accounts when an account is considered uncollectible.

Inventories

Inventories are stated at the lower of cost (first-in-first-out method) or markel.
Property and Equipment

Property and equipment are recorded at cost. The Company also capitalizes qualifying internal use software costs
incurred during the application devclopment stage. Depreciation expense is computed using the straight-line method.

Leasehold improvements are depreciated over the shorter of the estimated useful life of the asset or the term of the lease.
Estimated useful lives are as follows:

Machinery and equipment 3-5 years
Fumiture and fixtures 5 years
Computer equipment and software 1-5 years

Expenditures for normal maintenance and repair are charged to expense as incurred, and improvements are
capitalized. Upon the salc or retirement of property or equipment, the asset cost and related accumulated depreciation are
removed from the respective accounts and any gain or loss is included in the results of operations.

Long-Lived Assets

The Company evaluates the recoverability of long-lived assets, including property and equipment and certain
identifiable intangible assets, in accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets. The Company tests for recoverability whenever events or changes in circumstances indicate the carrying value may
not be recoverable. We consider such events or changes, as potential triggers of non-recoverability:

e significant underperformance relative to historical or projected future operating results;
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¢ significant changes in the manner of use of the assets or the strategy for our overall business;
» significant decrease in the market valug of the assets; and
» significant negative industry or economic trends.

When the carrying value is not considered recoverable, an impairment loss, for the amount by which the carrying
value of a long-lived asset exceeds its fair value, is recognized with an offsetting reduction in the carrying value of the related
asset(s). The Company recorded an impairment charge of $8.4 million in the first quarter of fiscal 2007, If the Company's
fumure results are significantly different than forecasted, the Company may be required to further evaluate its long-lived assets
for recoverability and such analysis could result in an impairment charge in a future period.

Fair value is generally determined based on the estimated future discounted cash flows over the remaining useful hife
of the asset using a discount rate determined by management to be commensurate with the risk inherent in the Company’s
current business model.

Deferred Rent

Rent expense is recorded on a straight-line basis over the term of the lease. The difference between rent expense and
amounts paid under the lease agreements is recorded in other liabilities in the accompanying consclidated balance sheets.

Foreign Currency Translation

The financial statements of foreign subsidiaries, for which the functional currency is the local currency, are
translated into U.S. dollars using the exchange rate at the balance sheet date for assets and liabilities and a weighted-average
exchange rate during the year for revenue, expenses, gains and losses. Translation adjustments are recorded as accumulated
other comprehensive income within shareholders’ equity. Gains or losses from foreign currency transactions are recognized
currently in income. Such transactions resulted in a loss of $448,000, a loss of $186,000 and a gain of $62,000 for fiscal
2007, 2006 and 2005, respectively.

Income Taxes

The Company provides for income taxes utilizing the asset and liability approach of actounting for income taxes.
Under this approach, deferred taxes represent the future tax consequences expected to occur when the reported amounts of
assets and liabilities are recovered or paid. The provision for income taxes generally represents income taxes paid or payable
for the current year plus the change in deferred taxes during the year. Deferred taxes result from differences between the
financial and tax bases of the Company’s assets and liabilitics and are adjusted for changes in tax rates and tax laws when
changes are enacted. Valuation allowances are recorded to reduce deferred tax assets when a judgment is made that it is
considered more likely than not that a tax benefit will not be realized. A decision to record a valuation allowance results in an
increase in income tax expense or a decrease in income tax benefit (as we had in fiscal 2006). If the valuation allowance
recorded in fiscal 2006 is released in a future period, income tax expense will be reduced accordingly.

The calculation of tax liabilities involves dealing with uncertainties in the application of complex global tax
regulations. We recognize liabilities for anticipated tax audit issues in the U.S. and other tax jurisdictions based an the
Company's estimate of whether, and the extent to which, additional taxes will be due. If payment of these amounts ultimately
proves to be unnecessary, the reversal of the labilities would result in tax benefits being recognized in the period when the
liabilities are no longer determined to be necessary. If the estimate of tax liabilities proves to be less than the ultimate
assessment, a further charge to expense would result.

Accumulated Other Comprehensive Income (Loss)

Comprehensive income (loss) for the Company includes net (loss) income, foreign currency translation adjustments
and unrealized losses on available-for-sale securities, which are charged or credited to accumulated other comprehensive
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| income within shareholders’ equity. For fiscal 2007, 2006 and 2005, the components of accumulated other comprehensive

loss were as follows (in thousands):

Fiscal Year

TI3007_ 1006 2005
Foreign currency transiation adjustments, net of tax $ 91 5 (63) $(199)
Unrealized loss on short-term investments (Note 4) —  (284) (113)
Total accumulated other comprehensive income (loss) $ 91 $(347) ${(312)

Concentration of Credit Risks

Financial instruments which potentially subject the Company to concentrations of credit risk consist primarily of
cash equivalents, short-term investments and trade accounts receivable, which are generally not collateralized. The Company
Timits its exposure to credit loss by placing its cash equivalents and short-term investments with high quality financial
institutions and investing in high quality short-term debt instruments. The Company performs ongoing credit evaluations of
its customers, generally requires no collateral and maintains allowances for potential credit losses and sales returns.

The Company's largest single customer accounted for approximately 45.8%, 49.7% and 54.3% of sales in fiscal
2007, 2006 and 2005, respectively, and approximately 39.5%, 36.8% and 48.9% of accounts receivable as of the end of fiscal
2007, 2006 and 2005, respectively. No other customer accounted for 10.0% or more of sales in any of the three years
presented.

Fair Value of Financial Instruments

The Company’s financial instruments consist of cash and cash equivalents, short-term investments, accounts
receivable and accounts payable. Investments in debt securities are recorded at fair value based on quoted market prices for
those securitics. The cariying amounts of other instruments approximate fair value because of their short-term maturities.

Net (Loss) Income per Share

Basic net (loss) income per share is computed based on the weighted-average number of shares of common stock
outstanding during the period. Diluted net (loss) income per share is computed based on the weighted-average number of
shares of common stock outstanding during the period increased by the weighted-average number of dilutive common stock
equivalents outstanding during the period, using the treasury stock method. Dilutive securities are comprised of options
granted and restricted stock awards issucd under the Company’s stock option plans and ESPP share purchase rights.

A reconciliation of the calculation of basic and diluted earnings per share is as follows:

Fiscal Year
2007 2006 1005
(in thousands, except per share amounts)

Basic weighted-average number of common shares

|
outstanding 12,799 13,716 13,299
; Common stock equivalents using the treasury stock method ~ — 530
Shares used in computing diluted net income per share 12,799 13,716 14,429
Anti-dilutive common stock cquivalents excluded from the computation of diluted net (loss) income per share were
as follows:
Flscal Year
1607 2006 2005
{in thousands)
Options cutstanding and ESPP shares 2,044 2,632 1,287
Restricted stock awards outstanding 21 144 —
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Change in Accounting Principle and Share-Based Compensation

The Company adopted SFAS No. 123 (revised 2004) (123(R)), Share-Based Payment, on July 4, 2005. Upon
adoption of SFAS No. 123(R), deferred compensation previously recognized in the balance sheet for fiscal 2005 was
reversed in fiscal 2006 with the offsetting decrease in common stock. Compensation costs associated with the deferred
compensation were recorded to expense over the requisite service period associated with the restricted stock.

The Company’s share-based compensation plans are described in Note 10. Prior to the adoplion of SFAS
No. 123(R) on July 4, 2005, the Company accounted for share-based awards issued to employees, directors and officers
under those plans under the recognition and measurement principles of Accounting Principles Board (APB) No. 25,
Accounting for Stock Issued to Employees, and related interpretations. Generally, no share-based employee compensation
expense was recognized for stock option grants, as all options granted under those plans had an exercise price equal to the
fair market value of the underlying common stock at the date of grant. Similarly, no compensation expense had been
recognized for purchase rights under the Company's Employee Stock Purchase Plans (ESPP). Compensation expense related
1o issuances of restricted stock awards with service conditions was generally recognized based on the fair value less amounts
paid by employees, if any. Compensation expense related to restricted stock awards with market conditions was recognized
when satisfaction of the market condition was deemed probable by management. The Company accounts for stock option
grants and similar equity instruments granted to non-employees under the fair value methed, in accordance with Emerging
Issues Task Force (EITF) Issue No. 96-18, Accounting for Equity Instruments That are Issued to Other Than Employees for
Acquiring, or in Conjunction with Selling, Goods or Services and SFAS No. 123(R).

As noted above, in the first quarter of fiscal 2006, the Company adopted SFAS No. 123(R), which requires
companies to measure the cost of employee services received in exchange for an award of an equity instrument based on the
grant-date fair value of the award, using the modified prospective method. The Company uses the Black-Scholes option
pricing model to determine the fair value of its options on the measurement date. The cost is recognized over the requisite
service period (usually the vesting period) for the estimated number of instruments where service is expected to be rendered.
The Company elected the alternative transition method described in FASB Staff Position No. FAS 123(R)-3, Transition
Election Related to Accounting for the Tax Effects of Share-Based Payment Awards, for purposes of calculating the pool of
excess tax benefils available to absorb tax short falls recognized subsequent to adoption of SFAS No. 123(R).

The fair value of restricted stock awards with service conditions is equal to the fair value of the stock on the date of
issuance. The fair value of restricted stock awards with market conditions is determined through use of a lattice model.
Compensation expense related to issuances of restricted stock awards with service conditions is recorded at fair value less
amounts paid by employees, if any, and application of an estimated forfeiture rate. Compensation expense related to
issuances of restricted stock awards with market conditions is recorded at estimated fair value for the number of employecs
expected to complete the requisite service period.

Compensation expense associated with option and restricted stock awards with graded vesting is recognized in
accordance with FASB Interpretation (FIN) No. 28, Accounting for Stock Appreciation Rights and Other Variable Stock
Option or Award Plans—an interpretation of APB Opinions No. 15 and 25.

In accordance with APB No. 25, the Company previously measured compensation expense for its share-based
employee compensation plans using the intrinsic value method and provided pro forma disclosures of net income and income
per share as if the fair value-based method had been applied in measuring compensation expense. During fiscal 2007, the
Company recorded a net benefit of $75,000 in share-based compensation associated with awards cancelling prior to their
vesling in excess of the amount previously estimated. During fiscal 2006, the Company recorded share-based compensation
expense of approximately $2.0 million, in the accompanying consolidated statement of operations. During fiscal 2005, had
compensation expense for the Company's employee share-based compensation awards, including the Company’s ESPPs,
been determined based on the fair value at the grant date, the Company’s net income and income per share would have been
reduced to the pro forma amounts indicated below (in thousands, except per share amounts):
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Net income, as reported $ 4578
Deduct: Share-based employee compensation expense determined under fair value based
method for all awards, net of related tax effects (8,293)
Pro forma net loss 553,715)
Eamings (loss) per share:
Basic - as reported $ 033
Basic — pro forma $ (0.27)
Diluted - as reported $ 0.32
Diluted — pro forma $ !0.27)

In July 2005, the Company’s Board of Directors approved the accelerated vesting of all unvested stock options held
by the Company’s officers and employees with an exercise price at or above $12.00 per share. The stock option acceleration
program did not apply to stock options held by the Company’s non-employee directors. The accelerated options were issued
under the 2000 Stock Option Plan, the 2001 Supplemental Stock Option Plan and the 2003 Equity Incentive Plan. This
accelerated vesting affected options to purchase up to an aggregate of 509,192 shares of the Company’s common stock, held
by 147 employees, all of which became exercisable immediately. In connection with the acceleration of vesting of options
held by the Company’s executive officers, each executive officer agreed not to sell or transfer any shares subject to
accelerated vesting until the original vesting date would have occurred based on the original vesting schedule (without giving
effect 1o any future termination of service). The primary purpose of the accelerated vesting was to eliminate future share-
based employee compensation expense of approximately $4.5 million, net of estimated forfeitures, the Company would
otherwise have to record in the statement of operations over a period of three years beginning in fiscal year 2006 pursuant to
the Company's adoption of SFAS No. 123(R). For fiscal 2005, the Company’s pro forma net loss includes a pro forma
charge of $4.1 million, net of statutory laxes of $723,000, related to this acceleration.

Recently Issued Accounting Pronouncements

in June 2006, the FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes (FIN No. 48).
FIN No. 48 clarifies the accounting for uncertainty in income taxes recognized in financial statements in accordance with
SFAS No. 109, Accounting for Income Taxes. FIN No. 48 prescribes a recognition threshold and measurement attribute of tax
positions taken or expected to be taken on a tax retum and is effective starting the first fiscal year beginning after
December 15, 2006 (fiscal 2008 for the Company). Management is currently evaluating the impact, if any, FIN No. 48 will
have on its consolidated financial position, results of operations and cash flows.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, which defines fair value, establishes
a framework for measuring fair value in accounting principles generally accepted in the United States of America and
expands disclosure about fair value measurements. SFAS No. 157 is effective for fiscal years beginning afier November 15,
2007 (fiscal 2009 for the Company). Management is currently evaluating the impact, if any, SFAS No. 157 will have on its
consolidated financial position, results of operations and cash flows.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Asseis and F inancial
Liabilities including an amendment of FASB Statement No. I 15, which permits an entity to choose (o elect irrevocably fair
value on a contract-by-contract basis as the initial and subsequent measurement attribute for many financial assets and
liabilities and certain other items including insurance contracts. Entities electing the fair value option would be required to
recognize changes in fair value in earnings and to expense upfront cost and fees associated with the item for which the fair
value option is elected. The provisions of SFAS No. 159 are effective for fiscal years beginning after November 15, 2007
(fiscal 2009 for the Conmipany). Early adoption is permitted as of the beginning of a fiscal year that begins on or before
November 15, 2007, pravided the entity also elects to apply the provisions of SFAS No. 157. Management is currently
evaluating the impact, if any, SFAS No. 159 will have on its consolidated financial position, results of operations and cash
flows.
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From time to time, new accounting pronouncements are issued by the FASB that are adopted by the Company as of
the specified cffective date. Unless otherwise discussed, management believes that the impact of recently issued standards,
which are not yet effective, will not have a material impact on the Compariy’s consolidated financial statements upon
adoption.

NOTE 2 — ASSET IMPAIRMENT AND COMPANY RESTRUCTURINGS
Asset Impairment

In August 2005, the Company acquired all of the outstanding stock of Zetta Systems, Inc. (Zetta). Zetta developed
data protection software that was incorporated into the Company's ULTAMUS™ Pro storage appliance which was launched
in the first quarter of fiscal 2007. ULTAMUS Pro did not generate revenue subsequent to its launch. On October 25, 2006,
the Company's Board of Directors approved the closure of the Zetta-related software development office near Seattle,
Washington and the elimination of the ULTAMUS Pro product from future forecasts and sales commission goals.

In accordance with Statement of Financial Accounting Standards (SFAS) No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, the Company evaluated the acquired technology intangible assel for impairment as of
September 30, 2006, due to the significant underperformance of the ULTAMUS Pro product subsequent to its launch. Based
on the Company's revised forecasts, the Company concluded that the carrying amount of the asset was not recoverable and
an impairment loss should be recognized. An impairment charge equal to the remaining intangible asset balance of $8.4
million was recorded in the first quarter of 2007, as the acquired technology was not considered to have any remaining value.
In addition, in the first quarter of 2007, the Company recorded a write-down of $350,000 1o cost of product sales against
specific inventory associated with the ULTAMUS Pro product because it can no longer be used in production.

Restructurings
Ouisource of Manyfacturing Operations

In September 2004, in order to enhance its stratepic competitiveness and increase its flexibility, the Company
announced a plan to outsource al! of its manufacturing to Sanmina-SCl Corporation (Sanmina), a U.S. third party
manufacturer. In November 2004, the contract with Sanmina was finalized and all manufacturing employees were notified of
termeination dates and benefits. Under the restructuring plan, the Company terminated 82 employeces.

The Company completed the transfer of all of its manufacturing operations in August 2005. In fiscal 2005, the
Company recorded $2.1 million to cost of revenue in pre-tax charges for severance costs related to the outsourcing and other
obligations. In fiscal 2006, the Company recorded $770,000 in pre-tax charges to cost of revenue for other obligations related
to the outsourcing, including a charge of $704,000 for the estimated fair value of the liability associated with leased
warehouse space thai the Company permanently ceased using in December 2005, In June 2006, the Company decided 10
terminate the relationship Sanmina and return manufacturing to San Diego. As a result, the Company recorded a pre-tax
credit of $536,000, in the fourth quarter, to reverse the remaining excess facilities liability previously recorded.

October 2006 Reducrion of Workforce

In the second quarter of fiscal 2007, the Company recorded $962,000 in severance for the termination of 28
employees in connection with an October 2006 reduction in workforce. In the third quarter of fiscat 2007, the Company
recorded a net adjustment of $36,000 to severance for foreign employees whose settlements were estimated at the end of the
second quarter of fiscai 2007. As of June 30, 2007, all severance was paid. Severance charges are included in sales and
marketing expense and research and development expense in the accompanying consolidated statements of operations.

The October 2006 reduction in workforce included a closure of the Company’s leased software development facility
near Seattle, Washington, which lease expires on October 31, 2007. In the third quarter of fiscal 2007, the Company recorded
a charge of $42,000 to research and development expense for the estimated fair value of the liability associated with this
location that the Company ceased using in March 2007,

o
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April 2007 Cost Reductions and Restructuring of Workforce

In April 2007, the Company announced that it reduced its employee workforce by 14% worldwide, or 54 employees,
in accordance with the Company’s initiatives to reduce costs and restructure its workforce. Severance related to the
terminated employees was $758,000 of which approximately $53,000 remained unpaid as of June 30, 2007 Severance
charges are included in sales and marketing expense, rescarch and development expense and general and administrative
expense in the accompanying consolidated statements of operations.

The following table summarizes the activity and balances of accrued restructuring charges through fiscal 2007 (in
thousands):

Employee
Refated Facilities Other Total

Balance at Junz 30, 2005 523 — —_ 523
Accrued restructuring charges , — 704 66 770
: Adjustment (3n (536) —_ (573)
Cash payments (486) {168) (66) (720)
Balance at June 30, 2006 — _ —_ —
Accrued restructuring charges 1,720 42 — 1,762
Cash payments (1,631) (18) - (1,64%9)
Adjustment (36) — — (36)
Balance at June 30, 2007 ¢ 53 ¢ 24 § -~ § 77

NOTE 3 - ACQUISITION OF CERTAIN ASSETS

In August 2005, the Company acquired all of the outstanding stock of Zetta for total consideration of approximately
$9.2 million in cash, including $154,000 in direct acquisition costs. The acquisition was made principally to enable the
Company’s entry into the primary data storage market. The results of operations of Zetta were included in our consolidated
results of operations bepinning August 2005,

In the first quaster of fiscal 2007, the Company recorded an impairment charge of $8.4 million related to the
unamortized Zetia acquired technology as of September 30, 2007 (see Note 2) and closed the Washington office.

The purchase consideration was allocated as follows (in thousands):

Current assets § 252
Non-current assets 757
Acquired technology 11,874
Acquired in-process research and development 1,121
Current liabilities (94)
Deferred tax liabilities and other non-current liabilities (4,756)
Total consideration $ 9,154

\
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NOTE 4 - SHORT-TERM INVESTMENTS

The following table summarizes short-term investments by security type (in thousands):

June 340, 2007
Gross Gross
Amortized  Unrealized Uorealized  Estimated
Cost Gains Lasses Fair Vafue
Asset-backed securities § 4322 § — § — § 4,322
State and rmunicipal securities 1,000 — — 1,000
$ 5322 § -~ § — $ 5322
June 30, 2006
Gross Gross Estimated
Amorticed  Unrealized Unrealized Fair
Cost Gains Losses Value
Asset-backed securities 514653 5 — $ 356 3 14297
Corporate bonds 2,600 — — 2,600
State and municipal securities 25,300 — — 25,300
£ 42553 § — § 356 § 42197

The following table summarizes the contractual maturities of the Company’s short-term investments (in thousands):

June 30,
2007 2006
Less than one year $ — § —
Due in one Lo two years — 2,600
Due in two 1o five years 329 1.919
Due after five years 4.993 37,678

$ 5322 § 42,197

Asset-backed securities have been allocated within the contractual maturitigs table based upen the set maturity date
of the security. Realized gains and losses on short-term investments are included in other income (expense), net, in the
accompanying consolidated statement of operations.

The following table summarizes gross realized gains and gross realized losses on the Company’s short-term
investments (in thousands):

Fiscal Year
2007 2006 2005
Realized gains $ — % 1§ 2
Realized losses
Realized from sale of short-term investments (107 (24) —
Impairment under SFAS No. 113-1 and 124-1 (157) - —

§ (264) 3 _(23) 2

In accordance with FASB Staff Position (FSP) FAS 115-1 and 124-1, The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments, the Company performed a review of its investments that were in an
unrealized Joss position at the end of its third and fourth quarters of fiscal 2007. Based upon this review, management
determined the losses to be other-than-temporary and recorded impairment losses of approximately $157,000, pre-tax, on its
investments, during fiscal 2007. This impairment is recorded in other income {expense), net, in the accompanying
consolidated statements of operations.




NOTE § - COMPOSITION OF CERTAIN FINANCIAL STATEMENT CAPTIONS

The following table sumnarizes inventories (in thousands):

Raw materials
Work in process
Finished goods

The following table suminarizes other current assets (in thousands):

Prepaid third-party service contracts
[ncome tax receivable

Prepaid insurance and services
Non-trade accounts rg;eivable
Other

The following table summarizes property and equipment (in thousands):

Computer equipment
Machinery and equipment
Leasehold improvements
Furniture and fixtures

Accumulated depreciation and amortization

Depreciation and amortization expense, for property and equipment, was $3.2 million, $2.4 million and $2.6 million,

in fiscal 2007, 2006 and 2005, respectively.

The following table summarizes accrued liabitities (in thousands):

Deferred revenue — Service contracts
Accrued expenses

Third-party service contracts payable
Deferred revenue — Distributors
Accrued market development funds
VAT & sales taxes payable

Other

June 30,
2007 2006

$ 11539 § 8202
1,134 1,332 ]
7,883 5444

$ 20,556 $ 14978

June 30,
7007 2006 g
$ 4760 § 3,687
613 3,480
1,108 1,087
158 490 !
314 370 |
$ 6953 § 9114
(_/
June 30,
2007 2006
$ 12945 § 11,594
7,930 7,333
4,167 3,925
1,466 1,398

26,508 24,250
(15,456)  (13,224)

$ 11,052 § 11,026

June 30,
2007 2006
$ 7752 $§ 5773
4,338 5,106
1,879 1,316
1,047 2,005
575 853
165 207
17 70

$ 15773 § 15330
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The following table summarizes other long-term liabilities (in thousands):

June 30,
1007 7006
Deferred revenue — Service contracts $ 3701 § 3,049
Deferred rent 1,245 1,164
Other 287 280

$ 5233 § 4493

As of fiscal 2007 and 2006, the accounts receivable balances consist entirely of accounts receivable trade balances,
net of allowance for doubtful accounts. The following table summarizes the changes in allowance for doubtful accounts (in
thousands):

Balaace at Additions Write-offs, Deductions Balance
Beginningof  Charged to Netof Credited to at End
Fiscal year Year Income Recoveries Income of Year
2007 $ 436 § 368 § 430 § —  § 34
2006 298 i59 21 — 436
2005 296 97 95 — 298
NOTE 6 - INTANGIBLE ASSETS
Intangible assets consist of the following (in thousands):
Juune 30,
2007 2006
Acquired technology $ 20,594 % 20,5%
Impairment of Zetta acquired technology (8,411) —
Adjusted cost basis 12,183 20,594
Accumulated amortization (10,452) (7,97%

3 1,731 § 12,615

As a result of the impairment of the Zetta technology, intangible assets at June 30, 2007 consist solely of the
remaining unamortized balance of the technology acquired in the June 2003 acquisition of Okapi Software, Inc. {Okapi).
Amortization expense of intangible assets was $2.5 million, $4.5 million and $1.7 million during fiscal 2007, 2006 and 2005,
respectively. The technology acquired from Okapi is being amortized over five years. The technology acquired from Zetta
was being amortized over four years before its impairment in the first quarter of fiscal 2007. Estimated amortization ¢xpense
for intangible assets will be approximately $1.7 million in fiscal 2008 at which point the intangible asset will be fully
amortized.

NOTE 7-CREDIT FACILITY
On November 30, 2006, the Company’s $10.0 million revolving line of credit expired in accordance with its terms.
NOTE § - INCOME TAXES

The components of (loss) income before income taxes were as follows (in thousands):

Fiscal Year
2007 1006 2005
Domestic $ (44,806) §(24,417) § 3,493
Foreign 970 1,106 1,575

$ (43.836) $(23311) § 5,068
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The provision for (benefit from) income taxes includes the following (in thousands):

Fiscal Year

2007 2006 2005
Current:
Federal $ 132 §${(2,718) § 13t
State (55)  (143) 115
Foreign 345 224 713
Total current 422 (2,637) 959
Deferred
Federal (134) (961) (366)
State (13 227) 59
Foreign — - {44)
Total deferred (147)  (1,188) (469)
Total provision for (benefit from) income taxes $ 275 $(3,825) § 49

A reconciliation of income taxes computed by applying the federal statutory income tax rate of 34.0% to (loss)
income before income taxes to the total income tax provision (benefit) reported in the consolidated statements of operations
is as foliows {in thousancls):

Fiscal Year
1007 2006 2005

U.S. federal income tax at statutory rate $(14904) § (7,926) § 1,723
State income taxes, net of federal benefit (1,902) {1,231} 37
Increase in valuation allowance 17,214 5,114 —
In-process research and development — 381 —
Share-based compensation expense (30) 120 —
Extraterritorial income exclusion benefit — (238) (503)
Tax exempt interest — (65) (363)
Favorable RS settlement and statute expirations (82) (s1) (345)
Federal R&D tax credit (178) (111) (136)
Permanent diffcrences 72 92 43
Other, net 85 S0 34

Total provision for (benefit from) income taxes $§ 275 $ (3,825) § 490
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Deferred income taxes comprised (in thousands):

June 30,
2007 1006
Deferred tax assets:

Net operating loss carryforward $ 14396 § 2935
Inventory 1,936 2,006
Warranty reserves 3,120 2,244
Tax credits 2,292 1,330
Share-based compensation 622 618
Vacation and deferred compensation 414 601
Intangible assets 139 —
Restruciuring accrual 158 —
Allowance for doubtful accounts 140 162
Other 54 280

Gross deferred tax asset 23,271 10,179

Deferred tax liabilities;

Purchased intangible assets (647) (4,702)
Property and equipment depreciation (297) (363)

Gross deferred tax liability ~(944) {5,065)

Valuation allowance for deferred tax assets (22,327) (5,114)

Net deferred tax asset $ — § —

The ultimate realization of the net deferred tax asset is dependent upon the generation of future taxable income
during the periods in which those temporary differences become deductible. SFAS No. 109, Accounting for Income Taxes,
considers recent losses 10 be significant negative evidence that is difficult to overcome by forecasts of future taxable income
to support the realization of deferred tax assets. The Company is required 10 record a valuation allowance to reduce its net
deferred tax asset to the amount that management believes is more likely than not to be realized. As of June 30, 2006, the
Company performed an assessment of its deferred tax assets and determined that it was appropriate to establish a full-
valuation aliowance against its net deferred tax asset. The Company continues to maintain a full valuation allowance at June
30, 2007 against ils net deferred tax asset.

At June 30, 2007, the Company has federal and state net operating loss carryforwards of approximately $39.4
million and $29.5 million, respectively. These amounts include stock option deductions of approximately $950,000 which
will be recorded to contributed capital when realized. The remaining federal net operating loss will begin expiring in 2023,
unless previously utilized. State net operating loss carryforwards generally begin to expire in 2016, unless previously utilized.

At June 30, 2007, the Company had federal and California research and development tax credit carryforwards
totaling approximately $570,000 and $].5 million, respectively. The California research credit may be carried forward
indefinitely. The federal research credit will begin expiring in 2025, unless previously utilized. In addition, the Company has
foreign tax credit carryforwards totaling approximately $507,000, which will begin expiring in 2015, unless previously
utilized. The Company has federal alternative minimum tax credit carryforwards totaling $197,000 that can be carried
forward indefinitely.

NOTE 9 - COMMON STOCK
Share repurchase program

In October 2005, the Company’s Board of Directors expanded the Company’s share repurchase program to allow for
the purchase of up to 2.5 million shares of its common stock with no fixed doltar amount. In October 2006, the Company’s
Board of Directors terminated the share repurchase program. There were no share repurchases after the first quarter of fiscal
2007. During fiscal 2007, an aggregate of approximately 373,000 shares were repurchased at a cost of approximately $2.7
million pursuant to the repurchase program. During fiscal 2006, an aggregate of 1.3 million shares were repurchased at a cost
of approximately $10.8 million pursuant to the repurchase program.
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NOTE 10 - SHARE-BASED COMPENSATION

Stock Option Plans

The Company has six active stock option plans, cach administered by a Committee of the Board of Directors, which
provide for the issuance of options to employees, officers, directors and consultants. As of June 30, 2007, the Company had
reserved an aggregate of 3.1 million shares of common stock for issuance under the 1993 Stock Option Plan, 1995 Stock
Option Plan, 1997 Executive Stock Option Plan, 2000 Stock Option Plan, 2001 Supplemental Stock Option Plan (200} Plan)
and the 2003 Equity Incentive Plan (2003 Plan) (collectively, the Option Plans). The Option Plans provide for the granting of
stock options. In addition, the 2003 Plan provides for the granting of restricted stock and stock appreciation rights
(collectively, stock awards). The Option Plans have been approved by shareholders with the exception of the 2001 Plan.
Currently, the Company may grant new awards only from the 2003 Plan. The Company’s 2003 Plan provides for an
automatic annual grant to non-employee directors of non-statutory options to purchase 18,000 shares of common stock.

Certain options issued under selected plans allow for 100% vesting of outstanding options upon a change of control
of the Company (if replacement options are not issued) or upon death or disability of the optionee. Options granted generally
vest over a three-year period. Options generally expire after a period not to exceed ten years, except in the event of
termination, whereupon vested shares must be exercised generally within three months under the 2003 Plan and within 30
days under the other Option Plans, or upon death or disability, where an extended six- or twelve-month exercise period is
specified. As of June 30, 2007, approximately 1.8 million shares were reserved for issuance upon exercise of outstanding
options and approximately 1.6 million shares were available for grant under the Option Plans.

The fair value of each option award is estimated on the date of grant using the Black-Scholes option pricing model
which uses the weighted-average assumptions noted in the following table. Beginning in the fourth quarter of fiscal 2005,
separate groups of employees that have similar historical exercise behavior are being considered separately in determining
certain valuation assumptions, Expected volatilities are based on the historical volatility (using daily pricing) of the
Company’s stock. Upon adoption of SFAS No. 123(R), the Company now applies @ forfeiture rate, based upon histerical pre-
vesting option cancellations. The expected term of options granted is estimated based on a number of factors, including but
not limited to the vesting term of the award, historical employee exercise behavior (for both options that have run their course
and outstanding options), the expected volatility of the Company's stock and an employee’s average length of service. The
risk-free interest rate is dstermined based upon a U.S. constant rate Treasury Security with a contractual life which
approximates the expected term of the option award. Weighted-average ranges below result from certain groups of employees
exhibiting different behavior:

Fiscal Year
2007 2006 2008
Expected volatility 63.6-65.9% 72.2-714.1% 76.9-77.3%
Risk-free interest rate 46-48% 4344% 3.6-3T%
Dividend yield — —-— —
Expected term (in years) 5.5-6.36 5.6-5.9 5.0-6.0

The stock option activity is summarized below (shares and aggregate intrinsic value in thousands):

Weighted-
Weighted- Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Term (years) Value
Options cutstanding at June 30, 2006 2632 % 11.44
Granted : 267 4.82
Exercised 3) 5.31
Canceled/forfeited (1,110} 10.59
Options outstanding at June 30, 2007 1,786 10.63 58 3§ —
Exercisable outstanding at June 30, 2007 1,680 10.94 56 % —
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During fiscal 2007, 2006 and 2005, the Company recorded share-based compensation associated with outstanding

stock option grants of approximately $285,000, $1.4 million and 30, respectively. As of June 30, 2007, there was $147,000 of

total unrecognized compensation expense related to non-vested stock options granted under the Option Plans. This expense is

expecled to be recognized over a weighted-average period of 1,23 years. The following table summarizes information about

stock options for fiscal 2007, 2006 and 2005 (in thousands, except per share amounts):

Flscal Year
2007 2006 2005

Weighted-average grant date fair value per share of options granted
with exercise prices:

Less than fair value $ — § — § —

Equal to fair value 307 549 892

Greater than fair value 3.%0 — 818
Intrinsic value of options exercised 6 502 1,915
Cash received upon exercise of stock options 16 1918 2269
Actual tax benefit realized for the tax deductions from option

exercise — — 715

Total income tax benefit recognized in the statement of operations — - —

In November 2005, the Company’s Board of Directors extended the term of 97,000 fully vested options held by a
former director. As a result of that modification, the Company recognized additional compensation expense of approximately
$47,000 during the second quarter of fiscal 2006.

Restricted Stock Awards

In April 2005, the Company issued two restricted stock awards for 50,000 shares each 1o its former CEQ. At June
30, 2007, 16,667 shares were vested, 83,333 shares were canceled and no shares were subject to repurchase. The awards are
described separately below,

The first award (the Service Award) vested as follows: 16,667 shares, 16,667 shares and 16,666 shares on January 1,
2006, 2007 and 2008, respectively. In accordance with APB No. 25, the Service Award was a fixed award and, as such,
compensation expense was recorded for the fair value of the Company’s common stock less any amounts paid by the
employee, The fair value of the Service Award was $10.86 per share (the market value of the stock on the date of issuance) or
$543,000, which was recorded as deferred compensation under APB No. 25. In November 2006, in connection with the
termination of the CEO, the unvested shares reverted back to the Company and the Company reversed $170,000 of share-
based compensation expense previously recognized associated with shares canceled prior to vesting. Compensation expense
recorded during fiscal 2006 (under SFAS No. 123(R)) and fiscal 2005 (under APB No. 25) totaled approximately $300,000
and $80,000, respeclively. See Note 1, Change in Accounting Principle and Accounting for Share-Based Compensation.

The second award (the Market Award) vested as follows: 12,500 shares, 12,500 shares and 25,000 shares, if the
volume weighted daily average stock price of the Company for ten consecutive trading days were to reach $20.00, $25.00
and $30.00 (collectively, the target stock price), respectively, on or before January 1, 2608. Based upon the market values of
the Company's common stock through June 30, 2005, satisfaction of the vesting conditions were not considered probable by
management and therefore no compensation expense was recorded under APB No, 25. Upon adoption of SFAS No. 123(R),
the Company began recognizing compensation expense associated with this award. The weighted-average grant date fair
value of this restricted stock award was estimated at $5.73, using a trinomial option pricing model based on the following
assumptions: expected volatility of 54.2%, risk-free interest rate of 3.8%, dividend yield of 0.0% and an expected term of 978
days. Commencing with the adoption of SFAS No. 123(R), expense was being recognized in the consolidated statement of
operations with offsetting credits to common stock. In November 2006, in connection with the termination of the CEOQ, the
unvested sharcs reverted back 1o the Company and the Company reversed all previously recorded share-based compensation
expense of $77,000 as all shares comprising the Market award canceled prior to vesting. Compensation expense recorded
during fiscal 2006 totaled approximately $77,000.
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In August 2005, the Company issued an aggregate of 64,625 restricted shares of common stock to new hires, 15,000
shares of which vested annually over a period of three years in equal increments and 49,625 shares of which vested annually
over a period of five years in equal increments, in each case subject to continuing service by the recipient of the restricted
stock. The fair value of the restricted stock was $7.84 per share (the markel value of the stock on the date of issuance) or
$506,660 and was 1o be recorded to compensation expense, net of related forfeitures, over the requisite service periods of the
awards. In fiscal 2007, $113,000 of share-based compensation expense previously recorded was reversed due to the
cancellation of shares prior to vesting in excess of the amount previously estimated. Compensation expense recorded during
fiscal 2006 was approximately $183,000. At June 30, 2007, 9,075 shares were vested, 55,550 shares were canceled and no
shares were subject to repurchase.

The following table summarizes information about non-vested restricted stock awards as of June 30, 2007 and
changes during fiscal 2007 (shares and aggregate unrecognized compensation expense in thousands):

Weighted-
Weighted- Average Aggregate
Average Remaining Unrecognized
Grant-Date Service Compensation
Shares Fair Value Period Expense

Non-vested at June 30, 2006 144 % 7.81
Granted — —_
Vested 9) 7.84

Canceled (135) 7.80
Non-vested at June 30, 2007 — — — 3 —

The following table summarizes information about restricted stock awards vested during the fiscal 2007, 2006 and
2005 (in thousands):

Fiscal Year
2007 2006 2005

Fair value of vested restricted stock awards $ 62 $134 § —

1996 and 2006 Employe: Stock Purchase Plans )

In February 1997, the Company adopted the 1996 Employee Stock Purchase Plan (1996 ESPP), which expired
January 31, 2007. The 2006 Employee Stock Purchase Plan (2006 ESPP) replaced the 1996 ESPP effective February 1, 2007.
A total of 500,000 shares of common stack have been reserved under the 2006 ESPP for issuance and purchase by employees
of the Company to assist them in acquiring a stock ownership interest in the Company and to encourage them to remain
employees of the Company. The 2006 ESPP is qualified under Section 423 of the Internal Revenue Code and permits eligible
employees to purchase common stock at a discount through payroll deductions during specified six-month offering periods.
No employee may purchase more than $25,000 worth of stock in any calendar year or },500 shares in any one offering
period.

Effective with the offering period beginning in August 2005, the purchase price of common stock under the 1996

ESPP was determined as either (i) a percentage not less than 85.0% (the Designated Percentage), subject to the Compensation
Committee’s discretion of the fair market value of the common stock on the last day of the offering period or (ii) the lower of
(2) the Designated Percentage of the fair market value of the common stock on the first day of the offering period or (b) the
Designated Percentage of the fair market value of the common stock on the last day of the offering period. In August 2005,
the Compensation Comuiittee of the Board of Directors determined the purchase price to be 95.0% of the fair market value of
the common stock on the last day of each offering period, beginning with the August 2005 offering. As a result, commencing
with the August 2005 offering period, the 1996 ESPP will no longer be compensatory under SFAS No. 123(R). Expense prior
to this date was not significant. The 2006 ESPP uses the same designated percentage as the 1996 ESPP.
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The fair value of each compensatory share purchase right is estimated on the date of grant using the Black-Scholes
option pricing model. The following assumptions were used in estimating the fair value of the purchase rights during fiscal
2005:

Expected volatility 38.4%
Risk-free interest rate 1.9%
Dividend yield —
Expected term (in years) 0.5

The weighted-average estimated fair value of each compensatory share purchase right issued during fiscal 2005 was
$3.24.

During fiscal 2007, 2006 and 2005, approximately 23,000, 54,000 and 74,000 shares, respectively, were issued
under the 1996 ESPP for combined proceeds of approximately $127,000, $338,000 and $673,000, respectively. As of June
30, 2007, approximately 500,000 shares were available under the 2006 ESPP.

NOTE 1 -401(k) PLAN

The Company maintains an employee savings and retirement plan (the 401{k) Plan) covering all of the Company's
employees. The 401(k) Plan permils but does not require matching contributions by the Company on behalf of participants.
The Company matches employee contributions at 75%, up to 6% of an employee’s pretax income. The totals of these
employer contributions were $714,000, $777,000 and $819,000 in fiscal 2007, 2006 and 2005, respectively.

NOTE 12 - COMMITMENTS AND CONTINGENCIES
Leases

The Company leases its office, production and sales facilities under non-cancelable operating leases, which expire in
various years through fiscal year 2018, The leases provide for biennial or annual rent escalations intended to approximate
increases in cost of living indices, and certain of the leases provide for rent abatement. The Company has a one five-year
option to renew its lease on its San Diego headquarters facility. Future minimum lease payments under these arrangements
are as follows (in thousands):

Minimum
Lease

Payments
Fiscal 2008 $ 3,496
Fiscal 2009 3,471
Fiscal 2010 3,425
Fiscal 2011 3,526
Fiscal 2012 3,580
Thereafter 7,447

$§ 24,945

Rental expense is recognized on a straight-line basis over the respective lease terms and approximated $4.1 million,
$4.0 million and $3.8 million in fiscal 2007, 2006 and 2003, respectively.

Litigation
From time to titne, the Company may be involved in various lawsuits, legal proceedings or claims that arise in the

ordinary course of business. Management does not believe any legal proceedings or ctaims pending at June 30, 2007 will
have, individually or in the aggregate, a material adverse effect on its business, liquidity, financial position or results of
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operations. Litigation, however, is subject to inherent uncertainties, and an adverse result in these or other matters may arise
from time to time that may barm the Company’s business.

Purchase Commitment

The Company’s Manufacturing Service Agreement (MSA) with Sanmina committed the Company to purchasc
finished goods and component parts from them based upon the Company’s forecast of customer demand. At June 30, 2007,
after the completion of the transfer of manufacturing back to the Company’s San Diego facility, approximately $2.0 million
of component parts inventories remained in the possession of Sanmina, On June 29, 2007, the Company entered intoa
settlement agreement with Sanmina which defined how and when these inventories were to be purchased and the appropriate
disposition for each item. The Company agreed to purchase $507,000 of obsolete components and commit to issue purchase
orders of approximately $1.5 million for active components to be purchased by September 30, 2007. The Company does not
expect the purchase comunitments to have a material adverse cffect on its future results of operations.

In addition, the Company terminated discussions with a Sanmina subsidiary regarding an unrelated program for
which the Sanmina subsidiary asserted it was owed liquidated damages. The Company believes that no agreement was
formed between the partizs and there is no basis for such claim.

NOTE 13 - SELECTED QUARTERLY FINANCIAL DATA (UNAUDITED)

The following table presents selected quarterly financial information for the periods indicated. This information has
been derived from the Company’s unaudited quarterly consolidated condensed financial statements, which in the opinion of
management include all adjustments (consisting only of normal recurring adjusiments) necessary for a fair statement of such
information. The quarterly per share amounts presented below were calculated separately and may not sum to the annual
figures presented in the consolidated statements of operations. These operating results are also not necessarily indicative of
results for any future period.

Flscal 2007
Q1 Q2 Q3 04 Total
(in thousaods, cxcept per share amounts)

Net revenue $ 41,827 $ 46,760 § 37,798 § 34058 §$160,443
Gross profit 5,298 7.859 5,032 6,154 24,343
Loss from operations (20,587) (9.21%) (9,203) (5,840)  (44,845)
Loss before income taxes (19,985) (8,960) (9,066) (5,825)  (43,836)
Net loss (19,997} (8,889) (9,203) (6,022)  (44,111)
Net loss per share:

Basic and diluted $ (1.54) $ (0.70) § (0.72) § (0.47) § (345)

Fiscal 2006
Q1 Q2 Q3 [v7] Total
(in thousands, except per share amounts)

Net revenue $ 58,502 % 60,638 § 48,153 § 41,745 $209,038
Gross profit 13,419 13,387 10,336 9,304 46,446
Loss from operations (5,498) (4,554) (6,810) (9,069)  (25,931)
Loss before income taxes (4,984) (3,807) 6,150) (8,370}  (23.311)
Net loss (2,900) (2,713) (7,038) (6,835) (19,486)
Net loss per share:

Basic and diluted $ (02) % (019 $ (052) 8 (052 § (l.42)
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NOTE 14 - SUBSEQUENT EVENTS
Appoiniment of President and Chief Executive Officer and Director

In August 2007, our board of directors appointed Vernon A. LoForti as our President and Chiel Executive Officer,
replacing Scott McClendon, who was serving as Interim President and Chief Executive Officer. Upon the recommendation of
our nominating and governance committec, Mr. LoForti was also appointed as a member of our board of directors. Mr.
LoForti has served as our Vice President and Chief Financial Officer since joining us in December 1995,

In connection with his appointment as President and Chief Executive Officer, Mr. LoForti was granted an option to
purchase 250,000 shares of our common stock pursuant 1o our 2003 Equity Incentive Plan. The option has a three-year
contractual term and an exercise price based on the closing price of our common stock on Monday, August 13, 2007 ($1.62
per share). The option vests over one year in equal monthly installments.

Mr. McClendon remains the Chairman of our Board and has resumed receiving the customary fees paid to our non-
employee directors and the fee paid to our Chaiman of the Board.

Appointment of Interim Chief Financial Officer

In August 2007, our board of directors appointed Kurt L. Kalbfleisch as our Interim Chief Financial Officer,
replacing Mr. LoFonti as Chief Financial Officer. In connection with his appointment as Interim Chief Financial Officer, Mr.
Kalbfleisch was granted an option to purchase 75,000 shares of our common stock pursuant to our 2003 Equity Incentive
Plan. The option has a three-year contractual term and an exercise price based on the closing price of our common stock on
Monday, August 13, 2007 ($1.62 per share). The option vests over one year in equal moathly installments.

Other Stock Option Grants
Named Executive Qfficers

On August 7, 2007, our compensation committee granted options to Robert J. Scroop, our Vice President, New
Product Delivery, and W. Michael Gawarecki, our Vice President, Operations, to purchase 75,000 and 100,000 shares,
respectively, of our common stock pursuant to our 2003 Equity Incentive Plan. Each option has a three-year contractual term
and an exercise price based on the closing price of our common stock on Monday, August 13, 2007 ($1.62 per share). Each
option vests over one year in equal monthly installments.

Other Employees

On August 7, 2007, our compensation committee granted options to other non-named executive officers and other
non-executive employees to purchase 985,000 shares of our common stock pursuant to our 2003 Equity Incentive Plan. Each
option has a three-year contractual term and an exercise price based on the closing price of our common stock on Monday,
August 13, 2007 (51.62 per share). Each option vests over one year in equal monthly installments.

As of August 15, 2007, approximately 3.1 million shares were reserved for issuance upon exercise of outstanding
options and approximately 211,000 shares were available for grant under the Option Plans.
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OVERLAND STORAGE, INC.
4820 Overland Avenue
San Diego, California 92123

October 10, 2007

Dear Sharcholder:

You are cordially invited to attend the annual meeting of shareholders of Overland Storage, Inc. to be held
at the offices of our company, located at 4820 Overland Avenue, San Diego, California 92123, on Tuesday,
November 13, 2007 at 9:00 a.m. (Pacific Time).

The attached notice of annual meeting and proxy statement include the agenda for the shareholders’ N

meeting, explain the matters that we will discuss at the meeting and provide general information about our company.

Your vote is very important. Whether or not you plan to attend the meeting, please complete, sign, date
and retum the enclosed proxy card as soon as possible 10 ensure your representation at the meeting. We have
provided a postage-paid envelope for your convenience. [f you plan to attend the annual meeting and prefer to vote
in person, you may still do so even if you have already returned your proxy card.

If you are a shareholder of record (that is, if your stock is registered with us in your own name), then you
may vote by telephone, or electronically over the Internet, by following the instructions included in the proxy
statement and with your proxy card. If your shares are registered in the name of a broker or other nominee, your
nominee may be participating in a program provided through Broadridge Financial Solutions, Inc. (formerly ADP
[avestor Communication Services) that allows you to vote by telephone or the Internet. If so, the voting form that
your nominee sends you will provide telephone and Internet instructions.

We look forward to seeing you at the annual meeting.
Sincerely,

LY AR

VERNON A. LoFORTI
President, Chief Executive Officer and Secretary

" OVERLAND STORAGE |
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OVERLAND STORAGE, INC.
4820 Overland Avenue
San Diego, California 92123

NOTICE OF ANNUAL MEETING OF SHAREHOLDERS
NOVEMBER 13, 2007

The annual meeting of shareholders of Overland Storage, Inc. will be held at the offices of our company,
located at 4820 Overland Avenue, San Diego, California 92123, on Tuesday, November 13, 2007 at 9:00 a.m.
(Pacific Time) for the following purposes:

1. To elect five directors;

2. To approve the amendment and restatement of our 2003 Equity Incentive Plan, including an
increase in authorized shares and the cancellation of certain outstanding options held by our
current executive officers and directors;

3. To ratify the appoiniment of PricewaterhouseCoopers LLP as our independent registered public
accounting firm for the fiscal year ending June 29, 2008; and

4. To transact any other business that may properly come before the meeting or any adjourmment or
postponement of the meeting.

The foregoing items of business are more fully described in the proxy statement.

The Board of Directors has fixed the close of business on September 18, 2007 as the record date for the
determination of shareholders entitled to notice of and to vote at the annual meeting and at any adjournment or
postponement thereof. A list of shareholders entitled to vote at the meeting will be available for inspection at our

offices.
By order of the Board of Directors,
VERNON A. LoFORTI
Dated: October 10, 2007 President, Chief Executive Qfficer and Secretary

Al shareholders are cordially invited to attend the meeting in person. Whether or not you expect to attend
the meeting, please complete, sign, date and return the enclosed proxy card as soon as possible to ensure your
representation at the meeting, A postage-paid return envelope is enclosed for your convenlence.
Shareholders with shares registered directly with our transfer agent, Wells Fargo Shareowner Services, may
choose to vote those shares via the Internet nt http://www.eproxy.com/ovrl, or they may vote telephonically,
within the U.S. and Canada, by calling 1-800-560-1965. Shareholders holding shares with a broker, bank or
other nominee may also be eligible to vote via the Internet or to vote telephonically if their broker, bank or
other nominee participates in the proxy voting program provided by Broadridge Financial Solutions, Inc,
(formerly ADP Investor Communication Services). See “Voting Shares Registered in the Name of a Broker or
Bank” in the proxy statement for further details on the Broadridge program. Even if you have given your
proxy, you may still vote ie person if you attend the meeting. Please note, however, that if a broker, bank or
other nominee holds your shares of record and you wish to vote at the meeting, then you must obtain from
the record holder a proxy issued in your name,
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OVERLAND STORAGE, INC,
4820 Overland Avenue
San Diego, California 92123

2007 PROXY STATEMENT

General Informatien

The Board of Directors of Overland Storage, Inc., a California corporation, is providing these proxy
materials to you in connection with the solicitation of proxies for use at our 2007 annual meeting of shareholders.
The meeting will be held at the offices of our company, located at 4820 Overland Avenue, San Diego, California
92123, on Tuesday, November 13, 2007 at 9:00 a.m. (Pzcific Time) or at any adjournment or postponement thereof,
for the purposes stated herein. This proxy statement summarizes the information that you will nced to know to vote
in an informed mamer.

Voting Rights and Quistanding Shares

We will begin mailing this proxy statement and the accompanying proxy card on or about October 10, 2007
10 all shareholders of record that are entitled to vote. Only shareholders that owned our common stock at the close
of business on September 18, 2007, the record date, are entitled o vote at the annual meeting. On the record date,
12,756,466 shares of our common stock were outstanding.

Each share of our common stock that you own entitles you to one vote on all matters to be voted upon at
the meeting. The proxy card indicates the number of shares of our common stock that you own. We will have a
quorum to conduct the business of the annual meeting if holders of a majority of the shares of our common stock are
present, in person or by proxy. Abstentions and broker non-votes (i.e., shares of common stock held by a broker,
bank or other nominee that are represented at the meeting, but that the broker, bank or other nominee is not
empowered to vote on a particular proposal) will be counted in determining whether a quorum is present at the

meeting.

Directors will be elected by a plurality of votes cast by shares present or represented at the meeting.
Abstentions will have no impact on the election of directors. The proposais to (i) approve the amendment and
restatement of our 2003 Equity Incentive Plan and (ii) ratify the appointment of our independent registered public
accounting firm must be approved by a majority of votes actually cast. Abstentions and broker non-votes are not
counted as votes fo or against these proposals, but the number of votes cast in favor of each proposal must be at
least a majority of the required quorum.

Voting Shares Registered in Your Name
If you are a shareholder of record, you may vote in one of four ways:

Attend the 2007 annual meeting and vote in person;

Complete, sign, date and return the enclosed proxy card,

Vote by telephone following the instructions included with your proxy card and outlined below; or
Vote by Internet following the instructions included with your proxy card and outlined below.

If you are a sharcholder of record, then you may go to http://www.eproxy.com/ovrl/ to vote your shares
over the Internet. The votes represented by this proxy will be generated on the computer screen and you will be
prompted to submis or revise your vote as desired. If you are using a touch-tone telephone and are calling from the
U.S. or Canada, then you may vote your shares by calling 1-800-560-1965 and following the recorded instructions.
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Votes submitted by telephone or via the Internet must be received by 2:00 p.m. (Pacific Time) on Monday,
November 12, 2007. Submitting your proxy by telephone or via the Internet will not affect your right to vote in
person should you decide to attend the annual meeting.

VYoting Shares Registered in the Name of a Broker, Bank or Other Nominee

Most beneficial owners whose stock is held in street name will receive instructions for voting their shares
from their broker, bank or other nominee, rather than our proxy card.

A number of brokers and banks participate in a program provided through Broadridge Financial Solutions,
Inc. (formerly ADP Investor Communication Services) that allows shareholders to grant their proxy to vote shares
by means of the telephone or Internet. If your shares are held in an account with a broker or bank participating in
the Broadridge program, then you may vote your shares telephonically by calling the telephone number shown on
the instruction form received from your broker or bank, or over the Internet at Broadridge’s web site at
htip://www.proxyvote.com.

If you wish to vote in person at the annual meeting, then you must obtain a legal proxy issued in your name
from the broker, bank or other nominee that holds your shares of record.

Tabulation of Votes

A representative from our transfer agent, Weils Fargo Shareowner Services, will tabulate the votes. The
shares of our common stock represented by proxy will be voted in accordance with the instructions given on the
proxy so long as the proxy is properly executed and received by us prior to the close of voting at the meeting or any
adjournment or postponement of the meeting, If no instruction is given, then the proxy will be voted for the
nominees for director and for each of the other proposals. 1n addition, the individuals that we have designated as
proxies for the meeting will have discretionary authority to vote for or against any other shareholder matter
presented at the meeting.

Revocability of Proxies

As a shareholder of record, once you have submitted your proxy by mail, telephone or Internet, you may
revoke it at any time before it is voted at the meeting. You may revoke your proxy in any one of three ways:

s You may grant another proxy marked with a later date (which automatically revokes the carlier proxy)
using any of the methods described above {(and until the applicable deadline for each method);

*  You may notify our Secretary in writing that you wish to revoke your proxy before it is voted at the
annual meeting; or

+  You may vote in person at the annual meeting,

Solicitation

This solicitation is made by our Board of Directors, and we will bear the entire cost of soliciting proxies,
including preparation, assembly, printing and mailing of this proxy statemnent, the proxy card and any additional
information fumished to shareholders. We have retained The Proxy Advisory Group, LLC to provide consulting
and to assist us with the solicitation of proxies, and we will pay fees and reimbursements of customary expenses that
are not expected to exceed $17,000 in the aggregate. We will provide copies of solicitation materials to banks,
brokerage houses, fiduciaries and custodians holding in their names shares of our common stock that are beneficially
owned by others for forwarding to the beneficial owners. We may reimburse persons representing beneficial owners
of common stock for their costs of forwarding solicitation materials to the beneficial owners. Solicitations will be
made primarily through the mail, but may be supplemented by telephone, telegram, facsimile, Intemnet or personal
solicitation by our directors, executive officers, employees or other agents. No additional compensation will be paid
to these individuals for these services.
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Shareholder Proposals for 2008

Requirements for Shareholder Proposals to be Considered for Inclusion in Overland's Proxy Materials.
Shareholder proposals submitted pursuant to Rule 142-8 under the Exchange Act and intended (o be presented at our
2008 annual meeting must be received by us not later than June 12, 2008, in order to be considered for inclusion in
our proxy materials {or that meeting.

Requirements for Shareholder Proposals to be Brought Before an Annual Meeting. Our bylaws provide
that, for shareholder nominations to the Board of Directors or other proposals to be considered at an annual meeting,
the shareholder must have given timely notice of the proposal or nomination in writing to our Secretary. To be
timely for the 2008 annual meeting, a shareholder’s notice must be delivered to or mailed and received by our
Secretary at our principal executive offices between July 12, 2008 and August | 1, 2008, A sharcholder’s notice to
the Secretary must set forth, as to each matter the shareholder proposes to bring before the annual meeting, the
information required by our bylaws.

Separate Copy of Annual Report or Proxy Materials

If you share an address with another shareholder, each shareholder may not receive a separate copy of our
annual report and proxy materials. Shareholders who do not receive a separate copy of our annual report and proxy
materials, and who want to receive a separate copy, may request 10 receive a separate copy of our annual report and
proxy materials by vrriting to Investor Relations at Overland Storage, Inc., 4820 Overtand Avenue, San Diego,
California 92123 or by calling 1-800-729-8725. We undertake to deliver promptly a copy of the annual report or
proxy materials, as applicable, upon the receipt of such request. Shareholders who share an address and receive
multiple copies of our annual report and proxy materials may also request to receive a single copy following the

instructions above.
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table outlines the ownership of our common stock as of September 18, 2007 (except as

otherwise indicated below) by:

stock.

each of our directors and nominees for director;

each of our named executive officers;

all current directors and executive officers as a group; and
every person of entity that we know beneficially owns more than 5% of our outstanding common

This table is based upon information supplied by executive officers, directors and principal shareholders
and filings with the Securities and Exchange Commission. Unless otherwise indicated in the footnotes to this table
and subject to community property laws where applicable, we believe that each of the sharcholders named in this

table has sole voting and investment power with respect to the shares indicated as beneficially owned.

Beneficial Owner +

5% Shareholders
FMR Corp.
82 Devonshire Street
Boston, MA 02109
Kingdon Capital Management, LLC
152 West 57" Street
New York, NY 10019
Dimensional Fund Advisors Inc.
1299 Ocean Avenue
Santa Monica, CA 90401
Weilington Management Company, LLP
75 State Street
Boston, MA 02109
Galleon Management, LP
590 Madison Avenue
New York, NY 10022
Renaissance Technologies, Corp.
800 Third Avenue
New York, NY 10022

Executive Officers and Directors
Vemon A, LoForti
Robert A. Degan

Scott McClendon
William J. Mitler
Michael Norkus

W. Michael Gawarecki
Robert J. Scroop
Christopher P. Calisi (11)
Christie HufT (12)
Michael Kerman (13)

Beneflcial Ownership

Current directors and executive officers
as a group (9 persons) (14)

*Less than 1%

Shares of
Common Stock

Curreatly Owned
1,005,799 (3)
1,060,000 (4)
944,244 (5)
915,200 (6)
784,873 (7)
640,300 (8)
15,396
2,000 (9)
386,000 (10)
1,000

7,000
10,350

421,746

Shares Acquirable

Within 60 Days {1

124,000
121,000
143,000
25,500
36,000
105,000
48,750

37,500
686,383

Percent of

Qlass (2)
1.9%
1.8%
7.4%
7.2%
6.2%
5.0%
1.1%

1.0%
4.1%
»

* & &

8.2%

+ Except as otherwise indicated, the address for each beneficial owner is 4820 Overland Avenue, San Diego, CA,

92123.
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(12)
(13)

(14)

Includes shares of common stock which could be acquired upon exercise of stock options which are either
currently vested or will vest within 60 days of September 18, 2007, but excludes 468,300 shares subject to
options which are proposed to be cancelled in Proposal No. 2 and which the holders have agreed not to
exercise pending the vote of Proposal No. 2.

Based on 12,756,466 shares of common stock outstanding on September 18, 2007, calculated in accordance
with Rule 13d-3 promulgated under the Securities Exchange Act of 1934, as amended.

Based on the Schedule 13F filed with the SEC for the period ended June 30, 2007. Fidelity Management &
Research Company and FMR Co., Inc., as the defined managers, share investment discretion with respect to
these shares but have no voting power with respect to these shares.

Based on the Schedule 13F filed with the SEC for the period ended June 30, 2007, Kingdon Capital
Management, LLC has sole voting power and shared investment discretion with respect to these shares.

Based on the Schedule 13F filed with the SEC for the period ended June 30, 2007, Dimensional Fund Advisors
Inc. has sole voting power with respect to 923,388 shares, no voting power with respect to 20,856 shares and
sole investment discretion with respect to all shares.

Based on the Schedule 13G filed with the SEC dated July 31, 2007, Wellington Management Company, LLP
has shared voting power and shared investment discretion with respect to these shares.

Based on the Schedule 13F filed with the SEC for the period ended June 30, 2007, Galleon Management, LP
has shared investment discretion and no voting authority with respect 1o these shares.

Based on the Schedule 13F filed with the SEC for the period ended June 30, 2007, Renaissance Technologies,
Corp. has sole investment discretion and sole voting authority with respect to these shares.

Includes 1,000 shares of common stock held by Mr. Degan’s wife.

Represents shares of common stock owned by Mr. McClendon through his family trust and includes 1,000
shares held by his wife.

M. Calisi's employment ended on November i, 2006.

Ms. Huff’s employment ended on April 27, 2007,

Mr. Kerman's employment ended on October 3, 2007, Shares acquirable within 60 days excludes options to
purchase 95,833 shares with an exercise price of $10 per share or more, which will expire January 3, 2003 and

are considered unlikely to be exercised.

Does not include the security ownership of Mr. Kerman. Includes the security ownership of Messrs. LoForti,
Degan, McClendon, Miller, Norkus, Farkaly, Gawarecki, Kalbfleisch and Scroop.

We are aware of no arrangements, including any pledge by any person of our common stock, the operation of

which may at a subsequent date result in a change of control of our company.
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PROPOSAL NO. 1
ELECTION OF DIRECTORS

Qur Beard of Directors, acting pursuant o our bylaws, has determined that the number of directors
constituting the full Board of Directors shall be six at the present time. There is currently one vacancy on the Board
of Directors. In accordance with provisions in our bylaws concemning advance notice for the nomination of
directors, no nomination for the vacancy on the Board of Directors will be accepted at the 2007 annual meeting.

The vacancy on the Board of Directors may be filled by the board in accordance with applicable law and our bylaws.
The Nominating and Governance Committee is actively seeking new director candidates, and has retained a search
firm to assist in the process of identifying and evaluating director candidates. See “Nominating and Governance
Committee.”

The Board of Directors has, upon recommendation of the Nominating and Governance Commitice,
nominated Robert A, Degan, Vernon A, LoForti, Scott McClendon, William J. Miller and Michael Norkus for
reelection as members of the Board of Directors. Each of the nominees is currently a director of our company. Each
newly-elected director will serve a one-year term until the next annual meeting of shareholders or until his successor
is qualified and elected. During the course of & term, the Board of Directors may appoint a new director to fill any
vacant spol, including a vacancy caused by an increase in the size of the Board of Directors. The new director will
complete the term of the director he or she replaced. Each person nominated for election has agreed to serve if
elected, and we have no reason to believe that any nominee will be unable to serve. However, if any nominee
cannot serve, then your proxy will be voted for another nominee proposed by the Board of Directors, or if no
nominee is proposed by the Board of Directors, an additional vacancy will occur.

We, as a matter of policy, encourage our directors to attend meetings of shareholders. Each director
proposed for election at our 2006 annual shareholder meeting (i.., Messrs. Barrenechea, Degan, McClendon, Miller
and Norkus) attended the 2006 annual shareholder meeting.

There are no family relationships between any nominees or executive officers of our company, and there
are no arrangements or understandings between any nominee and any other person pursuant to which such nominee
was or is selected as a director or nominee.

Nominees for Director

You are being asked 1o vote on the five director rominees listed below. Unless otherwise instructed, the proxy
holders will votc the proxies received by them for these five nominecs. All of our nominees for director are current
members of our Board of Directors. The names of the director nominees, their ages as of October 10, 2007 and other
information about them are shown below.

Director
Name of Director Nominee Age Since Position
Robert A. Degan 68 2000 Independent Director
Vemon A. LoForti 54 2007 President, Chief Executive Officer and
Secretary
Scott McClendon 68 1991 Chairman of the Board (Independent Director)
William J. Miller 62 2006 Independent Director
Michael Norkus 61 2004 Independent Director

Robert A. Degan has been a private investor since January 2000. From November 1998 10 December
1999, Mr. Degan served as General Manager of the Enhanced Services & Migration Business Unit (formerly,
Summa Four, Inc.} of Cisco Systems, Inc., an Intemnet networking company. From July 1998 to November 1998,
Mr. Degan was Chairman, President and Chief Executive Officer of Summa Four, Inc., and from January 1997 to
July 1998 he served as its President and Chief Executive Officer and as a director. Mr. Degan became Chairman of
the Board of CaminoSoft Corp. (OTCBB: CMSF.OB), an information sterage company in April 2006. He retired
from the board of directars of Flexilntemational Software, Inc. in July 2006 and Gensym Corporation in May 2005.
Mr. Degan was formerly on the research staff at Massachusetts Institute of Technology (MIT).
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Vernon A. LoForti has served as our President, Chief Executive Officer and a member of our Board of
Directors since August 2007 and as our Secretary since December 1997. Prior to August 2007, Mr. LoForti was our
Vice President and Chief Financial Officer since joining us in December 1995 and was Assistant Secretary from
December 1995 to November 1997. From August 1992 to December 1995, he was the Chief Financial Officer for
Priority Pharmacy, a privately-held pharmacy company. From 1981 to 1992, Mr. LoForti was Vice President of
Finance for Intermark, Inc., a publicly-held conglomerate.

Scott McClendon has served as Chairman of our Board since March 2001, From November 2006 to
August 2007, he served as our Interim President and Chief Executive Officer and as our President and Chief
Executive Officer from October 1991 to March 2001, when he was named our Chairman of the Board, and
continued as an executive officer and employee until June 2001. Mr. McClendon has been a business consultant
since June 2001. Mr. McClendon was employed by Hewlett-Packard Company, a global manufacturer of
computing, communications and measurement products and services, for over 32 years in various positions in
engineering, manufacturing, sales and marketing. He last served as the Generel Manager of the San Diego
Technical Graphics Division and Site Manager of Hewlett-Packard in San Diego, California. Mr, McClendon isa
director of SpaceDev, Inc. (OTCBB: SPDV.OB), an aerospace development company, and Procera Networks, Inc.
(AMEX:PKT), a nerwork equipment company.

William J. Miller has served as an independent director and advisor to technology companies since 1999,
From April 1996 to November 1999, Mr. Miller was the Chairman and CEO of Avid Technology, a leader in digital
media creation tools for film, video, audio, animation, games, and broadcast professionals. Prior to that time, he
served as CEO of Quantum Corporation, a developer of storage technology (from 1992 to 1995) and as Chairman of
Quantum (from 1993 to 1995). From 1981 to 1992, Mr. Miller held senior management positions at Control Data
Corporation, most recently as Executive Vice President and President of its Information Services business. Mr.
Miller currently serves as a director for: Digimarce Corporation (Nasdaq: DMRC), a supplicr of secure identity and
media management solutions, Nvidia Corp (Nasdaq: NVDA), a provider of graphics processing units (GPUs), media
and communications processors (MCPs), wireless media processors (WMPs), and related software for personal
computers (PCs), handheld devices, and consumer electronics platforms; Waters Corporation, a privately-held
manufacturer of analytical instruments; Viewsonic Corporation, a provider of visual display products (Form S-1
registration statement for IPO filed July 2, 2007 (File No. 333-144262)); and Glu Mobile Corperation (Nasdaq:
GLUU), a developer and publisher of games for mobile devices.

Michael Norkus is the President of Alliance Consulting Group, a strategy consulting firm, which he
founded in 1986. From 1975 to 1986, Mr. Norkus served as a Vice President of Boston Consulting Group where he
was the founding member of the firm's Munich, Germany office. Mr. Norkus is a8 member of the Board of
Associates of The Whitchead Institute in Cambridge, Massachusetts and of the Boston Public Library Foundation.

Cumulative Voting Rights

Our bylaws provide that you can cumulate your votes in the election of directors if, before the vote begins,
the candidate or candidates have been nominated and any of our shareholders notifies us of such shareholder’s intent
to cumulate such shareholder’s votes. Under cumulative voting, you may cast a number of votes equal to the
product of the number of your shares times the number of directors to be elected at the meeting. 1f you notify us that
you intend to cumulate your votes at any time before the election of directors begins, then you may vote all of your
votes for one candidate, or you may distribute your votes among as many candidates as you desire. The candidates
receiving the highest numbers of affirmative votes of the shares entitled to vote in the election of directors will be
elected 1o the board positions up for election, If voting for directors is conducted by cumulative voting, then the
person named on the proxy will have discretionary authority to cumulate votes among the candidates.

Yote Required

The nominces who receive the highest number of votes represented by shares of common stock present or
represented by proxy and entitled to vote at the annual meeting will be elected.

OUR BOARD OF DIRECTORS RECOMMENDS A VOTE “FOR” THE ELECTION
TO THE BOARD OF EACH OF THESE NOMINEES

OVERLAND STORAGE l 7
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PROPOSAL NO. 2

APPROVAL OF AMENDMENT AND RESTATEMENT OF 2003 EQUITY INCENTIVE PLAN
INCLUDING CANCELLATION OF CERTAIN STOCK OPTIONS

At the annual meeting, shareholders will be asked to approve the amended and restated Overland Storage,
Inc, 2003 Equity Incentive Plan (2003 Plan}. On September 22, 2007, our Board of Directors adopted the proposed
amendment and restatement of the 2003 Plan described below conditioned and subject to shareholder approval. The
amended and restated 2003 Plan as proposed to be approved by shareholders is attached to this proxy statement as
Appendix A.

Highlights of Material Changes to the 2003 Plan

Shareholders are being asked to approve an amendment and restatement of the 2003 Plan to accomplish,
among other things, the following items/changes:

¢ Increasing by 1,300,000 the number of shares of common stock reserved for issuance under the 2003
Plan;

¢  For future grants, shortening the maximum stock option and stock appreciation right term to six years
from the date of grant;

« Cancelling stock options for 468,300 shares that were previously issued to our current directors and
executive officers, with the cancelled option shares no longer available for issuance under the 2003
Plan;

* Expanding the enumerated ¢xamples of performance criteria for awards not subject to the limitation on
deductibility under Internal Revenue Code Section 162(m);

» Extending the ability to award incentive stock options under the Plan until the 10th anniversary of
shareholder approval; and

*  Making certain other administrative amendments to the 2003 Plan that are in part intended to facilitate
compliance with recently promulgated tax regulations.

We believe strongly that the approval of the amendment and restatement of the 2003 Plan is essential to our
continued success. Stock options and other awards such as those provided under the 2003 Plan are vital to our
ability to attract, retain and motivate key employees, consultants and directors who are important to the success and
growth of our business, and to create a long-term mutuality of interest between such persons and our shareholders.
By reducing the maximum stock option and stock appreciation right term life, the financial accounting expenses
related to the issuance of such awards will be reduced. We believe the willingness of our current directors and
executive officers to cancel stock options for a total of 468,300 shares, without return of such shares to the available
reserve under the 2003 Plan, demonstrates their commitment 1o aligning their interests with those of our
shareholders by reducing the overall shareholder dilution level.

Below is a summary of the principal provisions of the 2003 Plan assuming approval of the proposed
amendment and restatement. If there is any inconsistency between the summary and the 2003 Plan's terms or if
there is any inaccuracy in the summary, the terms of the 2003 Plan govemn.

Key Features of the 2003 Plan

Key features of the 2003 Plan, including features that are discussed in this proposal and subject to our
shareholders’ approval, are as follows:

» The 2003 Plan is generally administered by a committee comprised solely of independent directors.
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*  Any shares to which stock options or stock appreciation rights pertain will be counted against the total
number of shares reserved under the plan as one share for every one share subject to those awards, and any
shares to which restricted shares or stock units pertain will be counted against the total number of shares
reserved under the plan as two shares for every one share subject those awards, except for stock units which
are used to fulfill grants under other plans or programs (such as foreign sub-plans) which are in the nature
of stock options or stock appreciation rights.

s  Stock options and stock appreciation rights may not be granted at prices below 100% of fair market value
of the common stock on the date of grant.

e  Beginning on the date of shareholder approval of this proposal, the term life of future grants of stock
options and stock appreciation rights may not exceed six years from the date of grant.

«  Stock options and stock appreciation rights may not be repriced nor can a stock option or stock appreciation
right be cancelled and replaced with a new award with a lower exercise price such that the effect would be
the same as reducing the exercise price, without shareholder approval (except as provided under the 2003
Plan for stock splits, recapitalizations and similar events).

A more detailed summary of these key features and further principal features of the 2003 Plan and its
operation is set forth below under the heading "Description of the 2003 Plan."

History of the 2003 Plan

On August 7, 2003, our Board of Directors adopted the 2003 Plan and, on November 17, 2003, it was
approved by shareholders. Upon approval of the 2003 Plan by our shareholders, our then existing option plans,
including the 1995 Stock Option Plan, 1997 Equity Stock Option Plan, 2000 Stock Option Plan and 2001
Supplemental Stock Option Plan (collectively, the Old Option Plans) became unavailable for new grants. The Old
Option Plans continue to govern outstanding awards previously granted under such plans.

It was determined to be in our best interest 1o effectively transfer the shares authorized and available for
grant under the terminated Old Option Plans into the pool of shares available under the 2003 Plan. The initial
reserve under the 2003 Plan was subject to a maximum limitation of 3,727,827 shares, and included:

e Shares of common stock available for issuance under the Old Option Plans as of November 17, 2003,
the date of shareholder approval of the 2003 Plan (the Approval Date);

e Shares of common stock issued under any Old Option Plan or that are issuable upon exercise of stock
options granted pursuant to the Old Option Plans that expire or become unexercisable for any reason
without having been exercised in full after the Approval Date; and

¢ 400,000 new shares of common stock.

The terms of the 2003 Plan generally provide that if an award granted under the Old Option Plans
terminates, expires or lapses for any reason without having been fully exercised or vested, or is settled by less than
the full number of shares of common stock represented by such award actually being issued, the unvested, cancelled
or unissued shares of common stock generally will be retumed to the available pool of shares reserved for issuance
under the 2003 Plan. However, if this proposal is approved by sharcholders, then the shares underlying the 468,300
stock options that will be cancelled, as described below under the heading “Cancellation of Certain Stock Options,”
will not be available for future issuance. The shares outstanding and available under the 2003 Plan are also subject
1o proportionate adjustments for stock splits, dividends, reorganizations and the like.

On September 29, 2004, our Board adopted an amendment to the Plan, which we refer to as the 2004
Amendment, which was approved by our sharcholders on November 15, 2004. The 2004 Amendment provided for,
among other things, an increase of 1,000,000 shares of common stock such that the total reserve under the 2003 Plan
increased to a maximurm of 4,727,827 shares.
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As of September 18, 2007, 376,376 shares were available for issuance under the 2003 Plan, which number
reflects the grant of options to purchase an aggregate of 1,485,000 shares on August 13, 2007 (including an
aggregate of 775,000 shares awarded to executive officers), as well as certain cancellations and forfeitures of
options that occurred after the end of fiscal 2007. This amount does not include (a) additional shares that may
become available upon the termination, cancellation, expiration or lapse of awards granted under the 2003 Plan or
the Old Option Plans and (b) the 1,300,000 share increase subject to this proposal.

Accordingly, if this proposal is approved, the approximate number of shares that would be available for
grant under the 2003 Plan would increase to 1,676,376 shares, giving effect to the cancellations discussed below,
and the maximum reserve under the plan would increase to 5,559,527 shares. If shareholders do not approve the
amended and restated 2003 Plan, the 2003 Plan (without giving effect to any of the amendments subject to this
proposal) will continue to remain in effect. The fair market value of a share of our common stock on September 18,
2007 was $1.84.

Description of the 2003 Plan

Background and Purpose of the 2003 Plan. The purpose of the 2003 Plan is to promote the long-term
success of our company and the creation of shareholder value by;

¢ encouraging employees, non-employee directors and consultants to focus on critical long-range objectives,

e encouraging the attraction and retention of employees, outside directors and consuhants with exceptional
qualifications, and

¢ linking employees, outside directors and consultants directly to shareholder interests through increased
stock ownership.

The 2603 Plan permits the grant of the following types of incentive awards: (1) stock options, (2) stock
appreciation rights, (3) restricted shares, and (4) stock units.

Stock Subject to the 2003 Plan. 1If shareholders approve the increase in the aggregate number of shares
authorized under the 2003 Plan pursuant to this Proposal No. 2, a maximum of 5,559,527 shares will be reserved for
issuance under the 2003 Plan, representing an increase of 831,700 shares, which represents the 1,300,000 share
increase, reduced by 468,300 shares subject to options that will be cancelled and not returned to the 2003 Plan, As
of September 18, 2007 the record date for this annual meeting, of the total shares available under the 2003 Plan,
2,199,045 shares were subject to outstanding awards under the 2003 Plan and 376,376 shares were available for
future grants. The difference between the maximum available reserve of shares, on the onc hand, and the total
number of shares subject to outstanding awards and currently available for grant, on the other hand, represents
shares that may become available out of shares currently reserved under the Old Option Plans as described under the
heading "History of the 2003 Plan" above. Any shares to which stock options or stock appreciation rights pertain
will be counted against the total number of shares reserved under the 2003 Plan as one share for every one share
subject to those awards, except for stock units which are used to fulfill grants under other plans or programs (such as
foreign sub-plans) which are in the nature of stock options or stock appreciation rights. Any shares to which
restricted shares or stock units pertain will be counted against the total number of shares reserved under the 2003
Plan as two shares for every one share subject those awards.

Admtinistration of the 2003 Plan. The 2003 Plan requires a committee of two or more directors to
administer the 2003 Plan. The members of the committee must be “non-employee directors” under Rule 16b-3 under
the Exchange Act, and “outside directors™ under Section 162(m) of the Internal Revenue Code. The Board has
designated our Compensation Committee as the committee to administer the 2003 Plan. Subject to the terms of the
2003 Plan, the committee has the sole discretion to select the participants who will receive awards, to determine the
terms and conditions of awards (for example, the exercise price and vesting schedule), to correct any defect, supply
any omission, or reconcile any inconsistency in the 2003 Plan or any award agreement, to accelerate the vesting,
extend the post-termination exercise term or waive restriclions of any awards at any time and under such terms and
conditions as it deems appropriate, and to interpret the provisions of the 2003 Plan and outstanding awards. The
committee may also use the 2003 Plan to issue shares under other plans or subplans as may be deemed necessary or
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appropriate, such as to provide for participation by our non-U.S. employees and those of any of our substdiaries and
affiliates. :

Eligibility to Receive Awards. Employees, non-cmployee directors and consultants of us and certain of our
related companies are eligible to receive awards under the 2003 Plan. The committee generally sclects the
participants who will be granted awards under the 2003 Plan. As of the record date for this annual meeting,
approximately 265 employees (including officers and employee directors) and four non-employee members of the
Board of Directors would be eligible to participate in the 2003 Plan.

Award Types

Stock Opticns. A stock option is the right to acquire shares at a fixed exercise price for 2 fixed period of
time. The committee (or, if authorized for non-executive employees, the secondary committee) will determine the
number of shares covered by each stock option and the exercise price of the shares subject to each stock option, but
such exercise price cannot be less than 100% of the fair market value on the date of grant of the shares covered by
the stock option. Stock options granted under the 2003 Plan may be either incentive stock options (ISOs) or
nonstatutory stock options (NSOs). As required by the Internal Revenue Code and applicable regulations, ISOs are
subject to limitations not applicable to NSOs. The exercise price for any 1SO granted to any employee owning more
than 10% of our common stock may not be less than | 10% of the fair market value of the common stock on the date
of grant. The aggregate fair market value (determined at the date of granl) of our common stock subject 1o all 1S0Os
held by a participant that are first exercisable in any singte calendar year cannot exceed $100,000. [SOs may not be
transferred other than upon death, or to a revocable trust where the patticipant is considered the sole beneficiary of
the stock option while it is held in trust.

A stock option granted under the 2003 Plan generally cannot be exercised until it becomes vested. The
commitiee establishes the vesting schedule of each stock option at the time of grant. If this proposal is approved, the
maximum term life for stock options granted under the 2003 Plan after such approval is obtained may not exceed six
years from the date of grant. An ISO granted to any employee owning more than 10% of our common stock will
expire not later than five years after the grant date.

The exercise price of each stock option granted under the 2003 Plan must be paid in cash at the time of
exercise, through a broker-assisted “cashless” exercise and sale program, or through another method approved by
the committee. The participant must make arrangements to pay any taxes we are required to withhold at the time of
exercise.

No participant may be awarded stock options or stock appreciation rights with respect to more than 400,000
shares in any fiscal year.

Stock Appreciation Rights. A stock appreciation right is the right to receive, upon exercise, an amount
equal to the excess of the fair market value of the shares on the date of exercise over the fair market value of the
shares covered by the exercised portion of the stock appreciation right on the date of grant. The committee
determines the terms of stock appreciation rights, including the exercise price, the vesting and the term of the stock
appreciation right; provided, however, that if this proposal is approved, the maximum term life for stock
appreciation rights granted under the 2003 Plan after such approval is obtained shall in no event exceed six years
from the date of grant. The committee may determine that a stock appreciation right will only be exercisable if our
company satisfies performance goals established by the committee. Settlement of a stock appreciation right may be
in shares of common stock or in cash, or any combination thereof, as the committee may determine. No participant
may be awarded stock options or stock appreciation rights with respect 1o more than 400,000 shares in any fiscal
year.

Restricted Shares. Awards of restricted shares are shares of common stock that vest in accordance with the
terms and conditions established by the committee. The committee also will determine any other terms and
conditions of an award of restricted shares. In determining whether an award of restricted shares should be made,
and/or the vesting schedule for any such award, the committee may impose whatever conditions 10 vesting as it
determines to be appropriate, For example, the committee may determine that an award of restricted shares will vest
only if our company satisfies performance goals established by the committee. However, in no event will the
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100,000.

+  net order dollars
*  net profit dollars
» net profil growth

+ net revenue dollars

+  operating profit

*  net operating profit

»  operating margin

»  working capital

» sales or revenue

»  revenue growth

*  gross margin

+  cost of goods sold

*  individual performance
+ cash

*  accounts receivables
+  write-offs

» cash flow

+  liquidity

*  income

*  npetincome

*+  operaling income

*  net Operating income

*  eammings
and/or amortization
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< profit/loss or profit margin

»  earnings before interest, laxes, depreciation

number of restricted shares which are subject to performance-based vesting conditions and which are granted to any
one participant in a single fiscal year exceed 100,000,

Stock Units. Stock units are the right 1o receive an amount equal to the fair market value of the shares
covered by the stock unit at some future date. The commiitice will determine all of the terms and conditions of an
award of stock units, including the vesting period. Upon each vesting date of a stock unit, a participant will be
entitled to receive an amount equal to the then fair market value of the shares vesting on that date. The committee
may determine that an award of stock units will vest only if our company satisfies performance goals established by
the committee. Payment of siock units may be in shares of common stock or in cash, or any combination thereof, as
the commitice may determine. However, in no event will the number of stock units which are subject to
performance-based vesting conditions and which are granted to any one participant in a single fiscal year exceed

Performance Conditions. The 2003 Plan specifies performance conditions that the committee may include
in awards. Examples of these performance conditions can include one or more of the following:

eamings per share

growth in earnings per share
price/earnings ratio

debt or debt-to-equity
economic value added
assets

return on assets

return on equity

stock price

shareholders' equity

total shareholder retum, including stand-
alone or relative to a stock market or peer
group index

return on capital

return on assels or net assets
return on investment

return on operating revenue
any other financial objectives

objective customer satisfaction indicators
and effictency measures

operations

research or related milestones
intellectual property (e.g., patents)
product development

site, plant or building development
internal controls

policies and procedures




+  information technology +  legal matters

*  human resources «  accounting and repotting
*  corporate governance woeee e credit rating
»  business development +  strategic plan development and

implementation
= market share P

o N . + mergers and acquisitions and divestitures
+  strategic alliances, licensing and partnenng

- ﬁna H
= contract awards or backlog ncings

+  management
*+  expenses

. *  improvement in workforce diversi
+  overhead or other expense reduction P o

. +  or any similar criteria.
+ compliance programs

Performance conditions must be satisfied for the applicable performance period for awards containing
performance goals ¢ vest,

Including performance conditions in awards of stock and stock units to persons subject to the limitations of
Intemal Revenue Code Section 162(m) can permit these awards to qualify for the performance-based compensation
exception to the income tax deduction limit. See the section under the heading “Section 162(m) Limits” below for
further details. Approval of the material terms of the 2003 Plan (including participant eligibility, the specified
performance condition criteria and the numerical limitations on the magnitude of grants) by shareholders is
necessary for grants of stock options, stock appreciation rights and stock units to employees covered by Internal
Revenue Code Section 162(m) to qualify for the performance-based compensation exception to the income tax
deduction limitations of Scction 162(m) of the Internal Revenue Code.

Formula Grants of Awards to Non-Employee Directors. Under the 2003 Plan, non-employee directors will
receive a non-statutory stock option to purchase 18,000 shares of our common stock upon each annual meeting date.
The shares underlying these stock options vest in equal monthly installments over a 12-month period commencing
on the first monthly anniversary of the date of grant. However, non-employee directors who have existing unvested
non-employee director stock options (see “Overview of Non-Employee Director Compensation and Procedures”
below) at an annual meeting date will not receive a new grant. When a new non-employee dircctor joins the Board
of Directors, or when an existing non-employee director stock option grant for an existing director fully vests, such
director will be awarded a new stock option for the number of shares determined by multiplying 1,500 by the
number of months remaining until the next scheduled annual meeting date, giving credit for any partial month. Such
stock option will vest at the rate of 1,500 shares per month and will be fully vested at the nexi annual meeting date,
at which time the director will receive the normat annual grant. If this proposal is approved, the formula stock
options granted to nan-employee directors will have six-year terms.

Generally, upon a change in our ownership or control or a merger or sale of all or substantially all of our
assets, the vesting of stock options granted to directors, who are then serving on the Board of Directors, will fully
vest, and become immediately exercisable.

Limited Transferability of Awards. Awards granted under the 2003 Plan generally may not be transferred
other than upon death, or pursuant to a court-approved domestic relations order. However, the committee may
permit awards other than ISOs to be transferred. Generally, where transfers are permitted, they will be permitted
only by gift to a member of the participant’s immediate farnily or to a trust or other entity for the benefit of the
member(s) of the participant's and/or his or her immediate family.

Termination of Employment, Death or Disability. The committee will determine the effect of the
termination of employment on awards, which determination may be different depending on the nature of the
termination, such as terminations for cause, terminations resulting from death, disability or retirement and the like.
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Corporate Transaction. In the event that we are a party to a merger or other reorganization, outstanding
awards will be subject to the agreement of merger or reorganization. Such agreement may provide for (a) the
continuation of the outstanding awards by our company, if our company is a surviving corporation, (b} the
assumption of the outstanding awards by the surviving corporation or its parent or subsidiary, (c) the substitution by
the surviving corporation or its parent or subsidiary of its own awards for the outstanding awards, {d) full
exercisability or vesting and accelerated expiration of the outstanding awards, or (e) settlement of the full value of
the outstanding awards in cash or cash equivalents followed by cancellation of such awards. If we sell a division or
substdiary of our company, the Board of Directors may, but need not, direct that one or more of the above actions be
taken with respect to awards held by persons for whom the transaction or event resulted in a termination of their
service. The Board of Directors need not adopt the same rules for each award or participant.

Change in Control. The committee will decide the effect of a change in control of our company on
outstanding awards. The committee may provide that awards will full vest upon a change in control, or upon a
change in control followed by an involuntary termination within a certain period of time.

Deferral of Awards. Subject to committee approval and compliance with applicable tax laws, participants
may elect to (a) defer amounts (cash or shares) that would otherwise be paid or delivered from the exercise or
settlement of certain awards to a deferred compensation account with the company, or (b} convert shares that would
otherwise be delivered as a result of the exercise of a stock option or stock appreciation right to an ¢qual number of
stock units. Any deferred compensation account established on behalf of 2 participant will generally represent an
unfunded and unsecured obligation of the company.

Term of the 2003 Flan. The 2003 Plan will continue in effect until terminated by the Board of Direclors,
except that no 1SOs may be granted on or after November 135, 2014, or if the shareholders approve this proposal,
November 13, 2017,

Amendment and Termination of the 2003 Plan. The Board of Directors generally may amend or terminate
the 2003 Plan at any time and for any reason, except that the Board of Directors must obtain shareholder approval of
materizl amendments, including any repricing of stock options or stock appreciation rights after the date of their
grant {except for stock splits, recapitalizations and similar events), as required by Nasdaq Marketplace Rules.
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Cancellation of Certain Stock Options. Under the terms of the 2003 Plan and under applicable Nasdaq
Marketplace Rules, the Board of Directors may not cancel an optionee’s stock option and grant such optionee a new
stock option with a lower exercise price such that the effect would be the same as reducing the exercise price,
without the approval of the shareholders. The Compensation Committee recently authorized new stock option
grants to exccutive officers under the 2003 Plan and directors will receive new formula stock option grants on the
date of the 2007 annual meeting. Our current executive officers and directors have agreed to cancel outstanding
stock options with an exercise price of $10 per share or more, and the Board of Directors has determined that the
shares subject to such stock options will not become available for issuance under the 2003 Plan. In order to comply
with the terms of the 2003 Plan and the Nasdaq Marketplace Rules governing repricing of stock options, we have
therefore conditioned the cancellation of such stock options on shareholder approval of this Proposal No. 2. If this
Proposal No. 2 is approved, the stock options shown on the following table will be immediately cancelled, with the
shares underlying the cancelied stock options no longer available for future issuance under the 2003 Plan.

Option Number Per Share
Optionee Name Grant Date of Shares Exercise Price Plan Name
Robert Degan 12072003 22,000 $14.75 2000 Stock Option Plan
3/3/2005 12,000 $14.67 2003 Equity Incentive Plan
Robert Farkaly 6/25/2003 5,000 $20.25 2000 Stock Option Plan
11/18/2004 5,000 §13.98 2003 Equity Incentive Plan \
Mike Gawarecki 4/21/2000 20,000 $10.00 1997 Stock Option Plan 2
7/10/2002 52,500 $13.50 2000 Stock Option Plan %
11/17/2003 10,000 $19.33 2003 Equity Incentive Plan :
11/15/2004 31,400 $14.29 2003 Equity Incentive Plan S
Kurt Kalbfleisch 4/21/2000 8,000 $£10.00 1995 Stock Option Plan
7/2/2003 10,000 $20.13 1995 Stock Option Plan HEK
11/18/2004 3,500 $13.98 2003 Equity Incentive Plan ATl
Vernon LoForti 4/21/2000 20,000 $10.00 1997 Stock Option Plan —'-. ’-"‘3
7/10/2002 60,000 $13.50 2000 Stock Option Plan "’x,sf.“
11/17/2003 10,000 $19.33 2003 Equity Incentive Plan 5
11/15/2004 29,700 $14.29 2003 Equity Incentive Plan ‘ ;?;’3
Scott McClendon 112012003 11,000 $14.75 2000 Stock Option Plan ]
1171772003 18,000 £19.33 2003 Equity Incentive Plan
11/15/2004 18,000 $14.29 2003 Equity Incentive Plan
Michael Norkus 8/11/2004 4,500 $11.05 2003 Equity Incentive Plan
11/15/2004 18,000 $14.29 2003 Equity Incentive Plan
Robert Scroop 7710/2002 60,000 $13.50 2000 Stock Option Plan
11/17/2003 10,000 $19.33 2003 Equity Incentive Plan
11/15/2004 29,700 $14.29 2003 Equity Incentive Plan
Total Shares Cancelted 468,300

Certain Federal Income Tax Information

The following is a general summary as of September 2007 of the federal income tax consequences to
us and to U.S. participants for awards granted under the 2003 Plan. The federal tax laws may change and the
federal, state and local tax consequences for any participant will depend upon his or her individual
circumstances. Tax consequences for any particular individual may be different. This summary is not
intended to be exhaustive and does not discuss the tax consequences of a participant’s death or provisions of
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income tax laws of any municipality, state or other country a participant may reside in. This summary does
not purport to be complete. The company advises participants to consult with their own tax advisors
regarding the tax implications of their awards under the 2003 Plan.

Incentive Stock Options. For federal income tax purposes, the holder of an 1SO reccives no taxable income
at the time of the grani or exercise of the [SO. If such person retains the common stock for a period of at least two
years after the stock option is granted and one year after the stock option is exercised, any gain upon the subsequent
sale of the common stock will be 1axed as a long-term capital gain. A participant who disposes of shares acquired by
exercise of an ISO prior to the expiration of two years after the stock option is granted or one year after the stock
option is exercised will realize ordinary income as of the date of exercise equal to the difference between the
exercise price and fair market value of the stock on the date of exercise. Any additional gain or loss recognized upon
any later disposition of the shares would be capital gain or loss. The difference between the option exercise price
and the fair market value of the shares on the exercise date of an 18O is an adjustment in compuling the holder’s
alternative minimum taxable income and may be subject to an alternative minimum tax which is paid if such tax
exceeds the regular tax for the year.

Nongualified Stock Options. A participant who receives an NSO with an exercise price equal to the fair
markel value of the stock on the grant date generally will not realize 1axable income on the grant of such option, but
will realize ordinary income at the time of ¢xercise of the stock option equal to the difference between the option
exercise price and the fair market value of the stock on the date of exercise. Any additional gain or loss recognized
upon any later disposition of the shares would be capital gain or Joss.

Stock Appreciation Rights. No taxable income is reporiable when a stock appreciation right is granted to a
participant. Upon exercise, the participant will recognize ordinary income in an amount equal to the amount of cash
received and the fair market value of any shares received. Any additional gain or loss recognized upon any later
disposition of the shares would be capital gain or loss.

Restricted Shares. A participant will not have taxable income upon grant unless he or she elects to be taxed
at that time. Instead, he or she will recognize ordinary income at the time of vesting equal to the fair market value
(on the vesting date) of the shares or cash received minus any amount paid for the shares.

Stock Units. No taxable income is reportabte when stock units are granted to a participant. Upon
settlement, the participant will recognize ordinary income in an amount equal to the value of the payment received
pursuant to the stock units.

Tax Effect for our Company. We generally will be entitled to a tax deduction in connection with an award
under the 2003 Plan in an amount equal to the ordinary income realized by a participant at the time the participant
recognizes such income (for example, upon the exercise of an NSO).

Excess Parachute Payments. The benefits of any award will be reduced if, as a result of a penalty tax that
would be imposed by Section 4999 of the Intemmal Revenue Code for “parachute payments,” the after-tax value of
the award to the participant will be greater than if the award were not so reduced. In addition, the commitiee may
determing at the time of granting an award or any time after grant to reduce an award so that the award will not be
subject to the limitation on deductibility of “parachute payments” imposed by Section 280G of the Intenal Revenue
Code.

Section 162(m) Limits. Section 162(m) of the Intemal Revenue Code places a limit of $1,000,000 on the
amount of compensation that we may deduct in any one year with respect to our principal executive officer and each
of our other three most highly compensated officers (other than our principal financial officer). Certain
performance-based compensation approved by shareholders is not subject to the deduction limit. Our 2003 Plan is
intended to enable certain awards to constitute performance-based compensation not subject to the limitations of
Section 162(m) of the Internal Revenue Code. However, to maintain flexibility in compensating executive officers
in a manner designed to promote varying corporate goals, the committee has not adopted a policy that all
compensation must be deductible.
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Section 4094. Section 409A of the Internal Revenue Code provides specific rules goveming the federal
income taxation of certain types of deferred compensation arrangements. A violation of Section 409A of the
Internal Revenue Code generally results in an acceleration of income of amounts intended to be deferred and the
imposition of an excise tax of 20%, paid by the employee, over and above the income tax owed, The IRS issued
final regulations under Section 409A of the Intemal Revenue Code in April 2007 and is expected to continue to
provide guidance regarding the applicability of these rules to different forms of equity compensation arrangements.
The types of arrangements covered by Section 409A of the Internal Revenue Code are broad and may apply to
certain awards available under the 2003 Plan. The intent is for the 2003 Plan, including any awards available
thereunder, to comply with the requirements of Section 409A of the Intemal Revenue Code to the extent applicable.

New Plan Benefits
The following table describes the formula grants that will be granted to our non-employee directors

immediately after the annual meeting. The other awards, if any, that may be made in the future under the 2003 Plan
are not determinable.

Name and Position Doliar Value (5) Numbey Units

Vemon A. LoForti, President and Chief Executive Officer Not applicable

Christopher P. Calisi, Former President and Chief Executive Officer  Not applicable

Scott McClendon, Former Interim President and Chief Executive Not applicable

Officer

Robert J. Scroop, Vice President of New Product Delivery Not applicable

W. Michael Gawarecki, Vice President of Operations Not applicable

Christic Huff, Former Vice President, Worldwide Marketing Not applicable

Michael S. Kerman, Former Vice President and Chief Strategy Not applicable

Officer

Executive Group Not applicable

Non-Executive Director Group To be determined on 72,000 shares
Novermber 13, 2007

Non-Executive Officer Employee Group Not applicable

Summary

We believe strongly that the approval of the amendment and restatement of the 2003 Plan, which includes
the increase in the number of authorized shares for issuance, the cancellation of certain stock options held by our
officers and directors, the reduction in the maximum term of stock options to six years, and the expansion of
enumerated examples of qualifying performance criteria, is essential to our continued success. Awards such as
those provided under the 2003 Plan constitute an important incentive for participants and will help us to attract and
retain qualified individuals to serve on behalf of our company.

Vote Required

Approval of this proposal requires the affirmative vote of the holders of a majority of the shares casting
votes in person or by proxy on this proposal at the annual meeting. The number of such affirmative votes must be at
least a majority of the required quorum for the meeting.

OUR BOARD OF DIRECTORS RECOMMENDS A VOTE “FOR” THE APPROVAL OF THE
AMENDMENT AND RESTATEMENT OF THE 2003 EQUITY INCENTIVE PLAN INCLUDING
CANCELLATION OF CERTAIN STOCK OPTIONS
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PROPOSAL NO. 3
RATIFICATION OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We are asking you to ratify the appointment of PricewaterhouseCoopers LLP as our independent registered
public accounting firm for the fiscal year ending June 29, 2008. PricewaterhouseCoopers LLP has audited our
financial statements annually since our inception in 1980. Representatives of PricewaterhouseCoopers LLP are
expected to be at the annual meeting to answer any guestions and make a statement should they choose to do so.

Although our bylaws do not require that our shareholders approve the appoiniment of our independent
registered public accounting firm, our Board of Directors is submitting the selection of PricewaterhouseCoopers
LLP to our sharcholders for ratification as a matter of good corporate practice. 1f our shareholders vote against the
ratification of PricewaterhouseCoopers LLP, our Board of Directors will reconsider whether or not to retain the
firm. Even if our shareholders ratify the appointment, our Board of Directors may choose to appoint a different
independent registered public accounting firm at any time during the year if our Board of Directors determines that
such a change would be in the best interests of our company and our shareholders.

Independent Registered Public Accounting Firm Fees and Services

The following table summarizes the aggregate fees bilied to the company by its independent registered
public accounting firm, PricewaterhouseCoopers LLP for the fiscal years ended July 2, 2006 and July 1, 2007.

2006 2007
Audit Fees (1) $956,000 $671.697
Audit-Related Fees (2) 0 0
Tax Fees (3) 0 0
All Other Fees (4) 0 0
Total -$956,000 =3671,697

{1) Audit Fees consist of fees billed for professional services rendered for the audit of our consolidated annual
financial statements and review of the interim consolidated financial statements included in quarterly reports and
services that are normally provided by PricewaterhouseCoopers LLP in connection with statutory and regulatory
filings or engagements. Audit Fees for 2006 (but not 2007) include the audit of the effectiveness of our
company's internal control over financial reporting, as required by Section 404 of the Sarbanes-Oxley Act of
2002.

(2) Audit-Related Fees consist of fees billed for assurance and related services that are reasonably related to the
performance of the audit or review of our consolidated financial statements and are not reported under Audit
Fees. During fiscal years 2006 and 2007 there were no such services rendered to us by PricewaterhouseCoopers
LLP.

{3) Tax fees consist of fees billed for professional services rendered for tax compliance, tax advice and tax planning
(domestic and international). These services include assistance regarding federal, state and international tax
compliance, acquisitions and international tax planning. During fiscal years 2006 and 2007 there were no such
services rendered to us by PricewaterhouseCoopers LLP.

(4) All Other Fees consist of fees for products and services other than the services reported above, During fiscal
years 2006 and 2007 there were no such services rendered to us by PricewaterhouseCoopers LLP,
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Pre-Approval Policies and Procedures

As a matter of policy, all audit and non-audit services provided by our independent registered public
accounting firm are approved in advance by the Audit Committee, which considers whether the provision of non-
audit services is compatible with maintaining such firm’s independence. All services provided by
PricewaterhouseCoopers LLP during fiscal years 2006 and 2007 were pre-approved by the Audit Committee. The
Audit Committee has considered the rolc of PricewaterhouseCoopers LLP in providing services to us for the fiscal
year ended July 1, 2007 and has concluded that such services are compatible with their independence as our

auditors.
Vote Required

Ratification of PricewaterhouseCoopers LLP as our independent registered public accounting firm requires
the affirmative vote of the holders of a majority of the shares casting votes in person or by proxy on this proposal at
the annual meeting. The number of votes cast in favor of this proposal must also be at lcast a majority of the
required quorum. The presence in person or by proxy of the persons entitled to vote a majority of shares our
common stock will constitute a quorum under our bylaws. Abstentions will be counted towards the tabulation of

votes cast on this proposal. Broker non-votes are counted towards a quorum, but are not counted for any purpose in
determining whether this matter has been approved.

OUR BOARD OF DIRECTORS RECOMMENDS A VOTE “FOR” RATIFICATION
OF PRICEWATERHOUSECOOPERS LLP AS OUR
INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
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INFORMATION ABOUT OUR BOARD OF DIRECTORS
Director Independence

The Board of Directors, upon the recommendation of the Nominating and Governance Commitiee, has
affirmatively determined that Messrs. Degan, McClendon, Miller and Norkus are independent directors within the
meaning of Nasdaq Marketplace Rule 4200(a)(15). Mr. LoForti does not meel the independence requirements under
Nasdaq Marketplace Rule 4200(a){15) because he is our President and Chief Executive Officer. In the course of
determining whether Messrs. Degan, McClendon, Miller and Norkus were independent under Nasdaq Marketplace
Rule 4200(a)(15), the Board of Directors considered the following transactions, relationships and arrangements not
required to be disclosed in "Certain Relationships and Related Party Transactions™:

»  Although Mr. McClendon served as our Interim President and Chief Executive Officer from November
2006 through August 2007, he is not automatically disqualified from being an independent director under
Nasdaq Marketplace Rule 4200{a){15) because he served in these interim positions for less than one year.
In August 2007, the Board of Directors, upon the recommendation of the Nominating and Governance
Committee, found that Mr, McClendon, upon his resignation from the interim positions, had no relationship
with our company which, in the opinion of the Board of Directors, would interfere with his exercise of
independent judgment in carrying out the responsibilities of a director.

Meetings of the Board and Committees

Board of Directors. Qur Board of Directors currently has five directors. During fiscal 2007, our Board of
Directors held 14 meetings and each director attended at least 75% of all meetings of the Board of Directors and
applicable committees, during the periods that he served.

Committees. During fiscal 2007, our Board of Directors had the following five comminees: Audit,
Compensation, Shareholder Value, Nominating and Governance, and Sirategy. The Shareholder Value Committee
and the Strategy Committee were suspended in June 2007,

Nasdaq Marketplace Rule 4350(d)(2)(A) requires the audit committee of each listed issuer to have at lcast
three independent members, at least one of whom is a financial expeni. Currently, as a result of the resignation of
Mr. Barrenechea in June 2007, the Audit Commiuttee is comprised of two independent members, one of whom is a
financial expert. Under Nasdaq Marketplace Rule 4350(d)}(4)(B), we have until December 6, 2007 to regain
compliance with Nasdaq Marketplace Rule 4350(d)(2)(A).

The charters of the Audit Committee, the Compensation Commitiee and the Nominating and Govemance
Committee, which have been adopted by the Board of Directors, are publicly available on our website at
www.overlandstorage.com. The Audit Committee, the Compensation Commiltee and the Nominating and
Govemnance Committee are comprised entirely of independent directors as defined in Nasdag Marketplace Rule
4200(a)15). Current membership of the Audit Committee, the Compensation Committee and the Nominating and
Governance Committee is as follows:

Nominating and

Audit Committee Compensation Committee Governance Compmittee
Robert A. Degan (Chairman) William J. Miller (Chairman) Michael Norkus (Chairman)
Michael Norkus Robert A, Degan Robert A. Degan

Michael Norkus William J, Miller

Each of the above-listed committee members served in such capacity for all of the last fiscal year, except
Mzr. Norkus who was appointed to the Audit Committee in November 2006 and Mr. Degan who was appointed to
the Compensation Committee in June 2007.

During the last fiscel year, Mr. McClendon was a member of the Audit and Compensation Committees
until he was appointed Interim President and Chief Executive Officer in November 2006.
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Prior to his resignation from the Board of Directors in June 2007, Mr. Barrenechea was a member of the
Audit Committee, thz Compensation Committee, the Sharcholder Value Committee and the Strategy Commitice,

Audit Committee. The Audit Committee held eight meetings during fiscal 2007. The Audit Committee
acts pursuant 1o the Audit Committee Charter and currently performs the following functions, among others:

o reviews our annual and quarterly financial statements and oversees the annual and quarterly financial
reporting processes,

* reviews and approves related party transactions;

» selects our independent registered public accounting firm, pre-approves all audit and non-audit
services by them, oversees and approves their compensation, confirms their independence and reviews
the scope of their activities;

o receives and considers our independent registered public accounting firm’s comments as to the
adequacy and cffectiveness of our accounting and financial controls;

e retains independent counsel, accountants, or others at the expense of the company to advise the
committee or assist in the conduct of an investigation,

+ reviews the company’s effectiveness and methodology for monitoring compliance with laws and
regulations and oversees any investigations regarding compliance matters;

» reviews the process for communicating our Code of Business Conduct and Ethics to company
persornel and monitors compliance with such code of ethics; and

e considers the effectiveness of our company’s internal control over the financial reporting process,
including information technology security and control.

In addition to being independent under Nasdaq Marketplace Rule 4200(a)(15), all members of the Audit
Committee must mezt the additional independence standards for audit committee members set forth in SEC Rule
10A-3(b)(1) and Nasdaq Marketplace Rule 4350(d)}(2)(A). The Board of Directors has determined that Mr. Degan
qualifies as an “audit committee financial expert” as defined in Item 407(d)(5) of Regulation S-K under the
Exchange Act.
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- Compensation Committee. The Compensation Committee held eight discretc meetings and one joint
meeting with the Nominating and Govemnance Committee during fiscal 2007. The Compensation Committee acts
pursuant to the Compensation Committee Charter adopted by the Board of Directors and currently performs the
following functions, among others:

» reviews and approves exccutive and director compensation levels;
reviews the performance of our CEQ;

e awards stock options and restricted stock, and administers our various equity compensation and
emplovee stock purchase plans; and

¢ reviews director compensation.

In addition to being independent under Nasdaq Marketplace Rule 4200(a)(15), all members of the
Compensation Committee must qualify as "non-cmployee directors” under Rule 16b-3 under the Exchange Act and
“outside directors” under Section 162(m) of the Internal Revenue Code, in accordance with the Compensation
Committee Charter. The Compensation Commiltce may delegate to a subcommittee of two or more directors the
authority to make grants under our equity-based incentive plans to employees and consultants who are not executive
officers or directors of our company.

The Compensation Discussion and Analysis included in this proxy statement includes additional
information regarding the Compensation Committee's processes and procedures for considering and determining
executive compensation, and discusses the role of executive officers and compensation consultants in determining
executive officer and director compensation.
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Nominating and Governance Committee. The Nominating and Governance Committee held six discrete
meetings and one joint meeting with the Compensation Committee during fiscal 2007. The Nominating and
Governance Commitiee currently performs the following functions, among others:

identifies individuals qualified to become members of the Board of Directors;
recommends the persons to be nominated for election as directors at the annual meeting of
shareholders;

s regularly reviews and advises the Board of Directors with respect to corporate governance principles
and policies applicable 1o our company; and

e oversees the annual evaluation of the director effectiveness.

The Nominating and Governance Committee is responsible for reviewing with the Board of Directors, on
an annual basis, the appropriate skills and characteristics required of directors in the context of the current make-up
of the Board of Directors and to set those forth in writing. This assessment includes issues of diversity, experience,
judgment, ability and willingness to devote the necessary time, and familiarity with domestic and/or international
markets, all in the context of an assessment of the perceived needs of our company. The Nominating and
Governance Committee does not assign specific weights to particular criteria and no particular criterion is
necessarily applicable to all prospective nominees. We believe that the backgrounds and qualifications of the
directors, considered as a group, should provide a significant composite mix of experience, knowledge and abilities
that will allow the Board of Directors to fulfill its responsibilities. The Nominating and Governance Committee has
not established any specific minimum criteria or qualifications that a nominee must possess. n August 2007, the
Nominating and Governance Committee retained the services of Spencer Stuart, an executive search firm, to assist
in the process of identifying and evaluating director candidates. To date, neither the Nominating and Governance
Committee nor any predecessor to the commitiee has rejected a director nominee from a shareholder or sharcholders
holding more than 5% of our voting stock.

The Nominating and Govemance Committee will consider nominees recommended by our shareholders if
the nominee recommendations are submitted in writing to our Secretary at our headquarters in San Diego,
California. The Nominating and Governance Committee will evaluate nominees recommended by our shareholders
under the same criteria as other nominees.

Shareholder Value Committee. The Sharcholder Value Committee held no meetings during fiscal 2007,
The Shareholder Value Committee’s function was to evaluate and respond to any unsoliciled third-party proposals to
acquire the company and to advise the Board of Directors regarding any company-solicited transactions that were
out of the ordinary course of business and designed to increase shareholder value. Upon the recommendation of the
Nominating and Governance Committee, the Board of Directors decided to suspend operation of the Shareholder
Value Committeg in June 2007.

Strategy Committee. The Strategy Committee held two meetings during fiscal 2007. The Strategy
Committee was formed in November 2006 to provide input to the Board of Directors and management in the
development of our corporate strategy. Upon the recommendation of the Nominating and Goverance Committee,
the Board of Directors decided to suspend operation of the Strategy Comumittee in June 2007,
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Director Compensation Table

The following table provides compensation information for the year ended July 1, 2007 for each non-
employee member of our Board of Directors. See “Summary Compensation Table” for information related to the
compensation of Mr. McClendon, who served as our Interim President and Chief Executive Officer from November
1, 2006 to August 8, 2007.

Fees Earned or

Name Paid in Cash Option Awards {1)(2) Total

Mark J. Barrenechea (3) $42,750 $206,349 $249,099
Robert Degan $44,500 $ 61,498 $105,998
William J. Miller $44,500 $ 74,840 $119,340
Mizhael Norkus $45,500 $ 61,493 $106,998

(1) The amounts listed in this column represent the dollar amount we recognized for financial statement reporting
purposes with respect to fiscal 2007 (for awards made both in and before fiscal 2007), disregarding an estimate
of forfeitures related to service-based vesting conditions, under Financial Accounting Standards Board Statement
of Financial Accouming Standards No. 123(R), "Share-Based Payment,” or SFAS No. 123(R). For a more
detailed discussion on the valuation model and assumptions used to calculate the fair value of these awards, see
Note 10 to the consolidated financial statements included in our annual report on Form 10-K for the year ended
July 1, 2007.

(2) Messrs. Barrenechea, Degan, Miller and Norkus were cach granted 18,000 stock options on November 14, 2006,
with a fair value of $57,096 calculated under SFAS No. 123(R). Mr. Barrenechea was granied 60,000 stock
options on Deceraber 20, 2006 with a fair value of $166,728 calculated under SFAS No. 123(R). At fiscal year
end, the aggregale number of shares subject to outstanding option awards for each director was as follows: Mr.
Barrenechea — 8%,500; Mr. Degan — 155,000; Mr. Miller - 25,500; and Mr. Norkus - 58,500,

(3) Mr. Barrenechea resigned from the Board of Directors effective June 9, 2007. The 85,500 option shares
outstanding at July 1, 2007, as noted above, expired unexercised on September 9, 2007.

Overview of Non-Employee Director Compensation and Procedures

We compensate non-employee directors through a mix of cash and equity-based compensation. In
November 2005, the Compensation Commitiee reviewed the level of director compensation in comparison to like
companies and concluded that the level of director compensation was appropriate, Each non-employee director
receives a quarterly retainer of $5,000, plus $2,500 for each meeting attended ($1,250 if held telephonically), plus
reimbursement for expenscs. The Chairman of the Board receives an additional $2,500 per quarter in addition to the
non-cmployee director fee of $5,000 per quarter. However, Mr. McClendon did not receive a Chairman of the
Board fce or other fees paid to non-employee directors while serving as our Interim President and Chief Executive
Officer, Members of the Audit Committee and the Compensation Committee receive a retainer of $500 per quarter
in lieu of a fee for committee meetings attended during a quarter and members of the Nominating and Govemnance
Committee receive $500 for cach committee meeting attended (8250 if held telephonically and no fee if held the
same day as a board meeting). Before its suspension, members of the Shareholder Value Committee received $500
for each committee meeting attended (whether telephonically or in person), but such fees were not paid for
committee meetings held in joint session with the full board. We also reimburse expenses incurred by non-
employee directors to attend meetings.

In addition to the cash component of compensation, each non-employee director receives stock options.
Under the company’s 2003 Equity Incentive Plan (2003 Plan), our methodology for options and other equity awards
granted to non-employee directors is a formula-based methodology. Pursuant to the 2003 Plan, each non-employee
director receives a ten-year nonqualified stock option to purchase 18,000 shares on the same date as our annual
meeting of shareholders. These options are exercisable at fair market value on the date of grant and vest in equal
monthly installments over a 12-month period, as measured from the grant date. If our shareholders approve the
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amendments to the 2003 Plan, the formula-based stock options will change from a ten-year non-qualified stock
option to a six-year non-qualified stock option. On November 14, 2006, Messrs. Barrenechea, Degan, Miller and
Norkus each received an annual option grant for 18,000 shares. Under the 2003 Plan, when a new non-employee
director joins the board, such director will be awarded a new option for a number of shares determined by
multiplying 1,500 by the number of months remaining until the next scheduled annual meeting date, giving credit
for any partial month, Such option will vest at the rate of 1,500 shares per month and will be fully-vested at the next
annual meeting date, at which time the director will receive the normal annual stock option grant.

In November 2006, the Compensation Committee engaged the consulting firm of Pearl Meyer & Pariners
(PM&P) to provide guidance on remuneration for Mr, Barrenechea, upon his assumption of the role of Chairman of
the newly-formed Strategy Committee and Chairman of the Shareholder Value Committee. In addition to Mr.
Barrenechea’s normal board duties, it was anticipated that these roles would require Mr. Barrenechea to commit one
to two days a week for six months working with management, outside entities and the Board of Directors to evaluate
our future strategic development, evaluate acquisitions, and consider opportunities for sale or merger of our
company. Following their review of Mr. Barrenechea’s employment and compensation history and the PM&P 2006
Director Compensation Survey, specifically the data on Special Committee Compensation, PM&P recommended
that Mr. Barrenechea be granted an additional equity award for these new roles. Accordingly, he was granted an
option to purchase 60,000 shares on December 20, 2006. This option was immediately vested as to 10,000 shares
{reflecting commencement of service as Chairman of the Strategy Committee and Chairman of the Shareholder
Value Committec on November 1, 2006), with the remainder vesting at a rate of 10,000 shares on the first day of
each month commencing January 1, 2007 through May 1, 20607 so long as Mr. Barrenechea was serving as the
Chairman of the Strategy Committee and Chairman of the Shareholder Value Committee.  Mr. Barrenechea
resigned from our Board of Directors and all committees upon which he served on June 9, 2007. This option grant
and the other options Mr. Barrenechea held at the time of his resignation expired unexercised,

Equity Ownership by the Board of Directors

Pursuant to stock ownership guidelines recommended by our Nominating and Governance Committee and
as approved by the Board of Directors, each director is expected to own at least 1,000 shares of our common stock
during their term of service as a director, with new directors expected to acquire at least that number of shares within
90 days of commencement of service as a director.,

Compensation Committee Interlocks and Insider Participation

Messrs. Bamrenechea, McClendon, Miller and Norkus served on the Compensation Committee during all or
portions of fiscal 2007. None of these directors have been employees or officers of our company, except Mr.
McClendon who served as our Interim President and Chief Executive Officer from November 2006 to August 2007.
Mr. McClendon also served as our President and Chief Executive Officer from October 1991 to March 2001 when
he was named our Chairman of the Board and remained an executive officer and employee until June 2001,

No executive officer of our company (1) served as a member of the compensation committee (or other
board committee performing equivalent functions or, in the absence of any such committee, the entire board of
directors) of another entity, one of whose executive officers served on our company’s compensation commitiee, (2)
served as a director of another entity, one of whose executive officers served on our company's compensation
commiltee, or (3) served as a member of the compensation commitiee (or other board committee performing
equivalent functions or, in the absence of any such committee, the entire board of directors) of another entity, one of
whose executive officers served as a director of our company.

Shareholder Communications with the Board of Directors

We have adopted a formal process by which shareholders may communicate with our Board of Directors.
Communications to the board must either be in writing and sent care of the Secretary by mail to our offices at 4820
Ovecrland Avenue, San Diego, California 92123, or delivered via e-mail to secretary(@overlandstorage.com. This
centralized process will assist the Board of Directors in reviewing and responding to shareholder communications in
an appropriate manner. The name of any specific intended recipient should be noted in the communication. All
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communications (i) nust be accompanied by a statement of the type and amount of the securities of our company
that the person holds, (ii) must identify any special interest, meaning an interest not in the capacity of a shareholder
of our company, of the person submitting the communication, and (iii) the address, telephone number and e-mail
address, if any, of the person submitting the communication. The Board of Directors has instructed the Secretary to
forward it such correspondence; however, before forwarding any correspondence, the Board of Directors has also
instructed the Secretary to review such correspondence and, in the Secretary’s discretion, not to forward certain
items if they are deerned of a personal, illegal, commercial, offensive or frivolous nature or otherwise inappropriate
for director consideration.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Exchange Act requires our directors, executive officers and beneficial owners of more
than 10% of our common stock to file reports of ownership and changes in ownership with the SEC. Based solely
on copies of these reports provided to us and written representations that no other reports were required, we believe
that these persons met all of the applicable Section 16(a) filing requirements during fiscal 2007, except one late
Form 4 was filed for George Karabatsos to report the cancellation of his unvested restricted stock when his
employment with our company terminated in August 2006.

Code of Business Cunduct and Ethics

We have adopted the Overland Storage, Inc. Code of Business Conduct and Ethics, which applies to our
directors, executive officers and employees. A copy of the Code of Business Conduct and Ethics is publicly
available on our website at www.overlandstorage.com. If we make any substantive amendments to the Code of
Business Conduct and Ethics or grant any waiver from a provision of the code applying to our principal execulive
officer or our principal financial or accounting officer, we will disclose the nature of such amendment or waiver on
our website or in a report on Form 8-K.

INFORMATION ABOUT OUR EXECUTIVE OFFICERS

The names of our current executive officers, their ages as of Qctober 10, 2007, and their positions are
shown below. Biographical summaries of each of our executive officers who are not also members of our Board of
Directors are included below.

Name Age  Position Held

Vemon A. LoForti 54 President, Chief Executive Officer and Secretary

Robert Farkaly 61 Vice President of Worldwide Sales

W. Michael Gawarecki 59 Vice President of Operations

Kurt L. Kalbfleisch 41 Vice President of Finance and Interim Chief Financial Officer
Robert J. Scroop 59 Vice President of New Product Delivery

Vernon A. LoForti is a director, Sce “Proposal 1, Election of Directors™ for a description of his business
experience.

Robert Farkaly has served as our Vice President of Worldwide Sales since April 2007. Mr. Farkaly joined
us in June 2003 when we acquired Okapi Software, Inc. where he served as Chief Marketing Officer since June
2002. Since joining us, Mr. Farkaly has served as our Director of Product Marketing (June 2003 1o August 2003),
Sales Director for Disk Products (August 2003 to July 2005) and Director of Product Management (July 2005 to
April 2007).

W, Michael Gawarecki has served as Vice President of Operations since joining us in July 1998. From
October 1997 to June 1998, he was Vice President of Operations for SubMicron Systems Corporation, a supplier of
equipment to the semiconductor industry. From February 1994 to September 1997, Mr. Gawarecki was Director of
Catifornia Operation: for Millipore Corporation, a supplier of purification products to the biopharmaceutical and
semiconductor industries. From February 1993 to January 1994, he was Director of Advanced Manufacturing at
Telectronics Pacing Systems, a medical device company.
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Kurt L. Kalbfleisch has served as our Interim Chief Financial Officer since August 2007 and as our Vice
President of Finance since July 2007. Mr. Kalbfleisch has been an employee of our company since December 1993
and has served in key management roles in our finance department during that time. Prior to joining our company,
Mr. Kalbfleisch worked as a manufacturing budget analyst for McDonnell Douglas Corporation, a major acrospace
manufacturer and defense contractor, from Juty 1989 to December 1993.

Robert J. Scroap joined us in February 1993 as our Vice President of Engineering. He currently serves as
Vice President of New Product Delivery and has held that position since January 2007. Prior to that time, he served
as our Vice President of Engineering (April 2005 to January 2007), Vice Presidemt and General Manager of our
Automation Business Unit (July 2004 to April 2005}, Vice President and General Manager of our Storage Resource
Business Unit (August 2001 to July 2004) and Vice President of Engineering (February 1993 to August 2001).
From April 1990 to February 1993, he was Vice President of Engincering of the Cipher Division of Archive
Corporation, a computer storage company. From December 1985 to April 1990, he was a Director of Engineering at
Cipher.

There were no arrangements or understandings between any officer and any other person pursuant to which
such executive officer was or is to be selected as an executive officer. There are no family relationships between any
executive officer, director or person nominated by the company to become a director or executive officer.

COMPENSATION DISCUSSION AND ANALYSIS

We have adopled a basic philosophy and practice of offering market competitive compensation that is
designed 1o attract, retain and motivate a highly qualified executive management team. With respect to (i) each
person who served as our principal executive officer or principal financial officer during fiscal 2007 (regardless of
compensation level), (ii) the three most highly-compensated executive officers during fiscal 2007 who were serving
as executive officers at the end of fiscal 2007 who did not serve as principal executive officer or principal financial
officer, and (iii) one additional executive officer who would have been one of the three most highly-compensated
executive officers during fiscal 2007 except that she was not serving as an executive officer at the end of fiscal 2007
(each of whom we refer to as a “named executive officer”), this Compensation Discussion and Analysis describes
our compensation philosophy and objectives, the methodologies used for establishing the compensation programs
for the named executive officers, and the policies and practices to administer such programs.

Compensation Philosophy and Objectives

The Compensation Committee, comprised entirely of independent directors, reviews and approves
executive officer compensation and oversees the administration of our employee stock option plans and employee
stock purchase plan. OQur executive compensation programs have been designed to provide incentives for both
short- and long-term performance.

The Compensation Committee’s policy on executive compensation is that compensation should:

be effective in attracting and retaining key executives critical to our success;
align the interests of the executives with the interests of our shareholders;
reflect our financial performance; and

reward executives for their individual performance.

In pursuit of these objectives, the Compensation Committee believes that the compensation packages
provided to the named executive officers should include both cash and stock-based compensation, with an emphasis
on pay for performance.

Methodologies for Establishing Compensation

Executive compensation generally includes base salary, bonuses based on our performance and the
individual performance of the officers, and stock option and restricted stock awards. The Compensation Committee
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reviews the compensation packages of the named executive officers at least once annually, generally in November.
In determining the appropriate compensation levels for our Chief Executive Officer, the Compensation Commitice
meets outside the presence of our executive officers and other employees. With respect to our other executive
officers, our Chicf Executive Officer reviews the performance of each exccutive officer with the Compensation
Committee and makes recommendations.

The Compensation Commitiee evaluates executive performance with the goal of setting compensation
levels competitive with companics in the computer peripherals industry of similar revenue, with adjustments for
individual experiencz levels and performance. To help fulfill its responsibilities, the Compensation Committee
periodically engages third-party executive compensation consultants to gather market data and to conduct reviews of
our executive compensation program. In making decisions regarding salary levels for our named exceutive officers,
the Compensation Committee used compensation consultants to advise only with respect to persons who served as
our Chicf Exccutive Officers during fiscal year 2007 (Messrs. LoForti, McClendon and Calisi). The current salary
tevels for Mr. Gawarecki and Mr. Scroop have not changed since fiscal 2005 and fiscal 2004, respectively. Mr.
Kerman's salary did not change after his employment with us in fiscal 2005.

In making changes to compensation levels (including stock option awards) in fiscal 2005 and fiscal 2004,
the Compensation Committee relied on information provided by our human resources department personnel and
their knowledge of lical pay practices together with salary surveys such as the Radford Executive Survey. The
Compensation Comunittee believes that the Radford Executive Survey provided an appropriate representation of the
full range of competitive companies. The survey is widely recognized as one of the most authoritative and
comprehensive sources for data on competitive total direct executive compensation packages. The data reported was
gathered from more than 700 participating organizations nationwide. These companies were predominantly in
technology-based industries and approximately half operated inside of Califomnia. In fiscal 2005 and fiscal 2004, the
Compensation Committee targeted overall compensation for executive officers at approximately the 50th percentile
of compensation paid to similar positions at comparable companies. Since fiscal 2005, the Compensation
Commitiee has not revisited its previous assessment of the targeted overall compensation for our executive officers
(other than our Chief Executive Officer as described below), and the salaries of our executive officers have
generally been unchanged since that time.,

In making the above-referenced compensation decisions in 2004 and 2005, we generally defined
comparable companies as those with the following atiributes:

= Principal business is in the computer peripherals industry;
] $200 million to $500 million in annual revenues;

. 200 to 400 employees; and

. Hecadquartered or main operations in Southern California.

With new hires, the Compensation Committee took and takes into account past compensation history, any
compensation forfeited by the new hire experienced in leaving such new hire's immediately prior job, or any
uniquely valuable skills the new hire might bring to us 1o enhance sharcholder value. With internal promotions to
executive officers, the Compensation Committee also takes into account past compensation history, the new levels
of responsibility of the executive officer, and the importance of maintaining the continued ¢employment of an
individual with an established history of contributing to sharcholder value and a thorough knowledge of our
company.

To set the compensation levet for Mr. McClendon (our former Interim President and Chief Executive
Officer) the Compensation Commiitee considered the compensation levels of Christopher Calisi, the President and
Chief Executive Officer immediately preceding Mr. McClendon, and engaged independent compensation specialists
Pearl Meyer & Parmers (PM&P). PM&P provided the Compensation Committee with current compensation data
for the following selected peer group who generally approximated the attributes of a comparable company. These
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peer group companies were all in the "computer storage & peripherals” industry and had annual revenues between
$100 million to $600 million and had a market capitalization of less than $1 billion. The peer group of companies
were:

Adaptec, Inc. MTI Technology Corporation
Daialink Corporation Novatel Wireless Inc.

Dot Hill Systems Corporation Presstek, Inc.

Hypercom Corporation Printronix Inc.

Innovex Inc. Simpletech Inc.

lomega Corporation Synaptics Inc.

Key Tronic Corporation

The Compensation Committee and PM&P compared the peer group compensation levels to the
compensation levels of Mr. Calisi and determined that the remuneration of Mr. Calisi was within market median
levels. A detailed explanation regarding the compensation methodology for Mr. Calisi can be found under his name
in the section entitled “Compensation Actions Taken for Our Named Executive Officers.”

The Compensation Committee relied on the same report to set compensation for Mr. LoForti when Mr.
LoForti was promoted to President and Chief Executive Officer in August 2007,

Until October 2006, the Compensation Committee had established quarterly cash bonus awards primarily
based on our degree of achievement of the quarterly operating plan goals set each quarter by the Board of Directors
(typically earnings per share) in consultation with management. If these goals were satisfied, management was
eligible to receive bonuses based on success in achieving specific objectives established and assessed by the
Compensation Committee. As discussed further below, the cash bonus program was suspended by the
Compensation Committee in October 2006. The Compensation Committee periodically evaluates the merits of
reinstating this program or another cash bonus program.

We also provide a portion of our executive compensation in the form of stock options that vest over time,
which we believe can help to retain our execulives and align their interests with those of our shareholders by
allowing them to participate in the longer term success of our company.

In April 2006, the Compensation Committee retained the services of Watson Wyatt to conduct an Incentive
Program Review. Specifically, the Compensation Committee asked Watson Wyatt to review the long-term
incentive program and develop a strategy for managing compensation-share usage and to evatuate the executive
short-term incentive plan to ensure it effectively motivates and rewards the senior executive team. After evaluating
the program recommended by Watson Wyatt, the Compensation Committee decided not to implement it but may re-
consider it in the future.

The compensation consultants retained by the Compensation Committee act as independent advisors to the
Compensation Commitiee and they have no other consulting relationships with the company or its management.

Components of our Executive Compensation Program
The primary elements of our executive compensation program are:

¢  base salary;

quarterly cash benuses based on our performance (program currently suspended as of October
2006},

stock option awards;

fringe benefits;

change-of-control agreements; and

severance benefits for qualifying terminations of employment.
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We do not have a formal or informal policy for allocating compensation between long-term and short-term
compensation, between cash and non-cash compensation or among the different forms of non-cash compensation,
Instead, the Compensation Committee reviews market data, historical practices, salary history, and practices of
comparable companies, provided by our human resources department personnet and/or outside third party
consuliants and determines what it believes to be the appropriate level and mix of the various compensation
components.

Base Salary

The Compensation Committee approved no salary modifications for our executive officers during fiscal
2007 or fiscal 2006. Salary increases were suspended for all employees in fiscal 2006 for budgetary reasons.
Because of our financial losses in fiscal 2006 and fiscal 2007, the Compensation Committee determined not to
increase salaries for xecutive officers. Mareover, the Compensation Commitiee approved a voluntary reduction in
salary for Mr. Calisi, our former President and Chicf Executive Officer, in fiscal 2006, as further described below
under “Compensation Actions Taken for Our Named Executive Officers.”

Executive Bonus Plan and Discretionary Bonuses

Until it was suspended by the Compensation Committee in October 2006 as part of a revised 2007 fiscal
plan, our Chief Executive Officer and other executive officers participated in our executive bonus plan which was
designed as a performance-based component of their compensation packages. The Compensation Committee
tailored the bonus plan for each executive to be unique to such executive's area of respensibility. Until it was
suspended, the plan =stablished by the Compensation Committee was evaluated on a quarterly basis and included
two performance measurement points for each executive officer:

o our actual earnings per share (EPS) in comparison to the target approved by the Compensation
Committee; and
» achievement of individual job performance goals and objectives.

No bonuses: were paid under our executive bonus plan during fiscal 2006 or fiscal 2007 (through October
2006 when it was suspended) because the plan docs not provide for bonus payments for quarters in which we sustain
a net loss per share. Bonuses under the executive bonus plan were last eamed during the first fiscal quarter of 2005.

The company has from time to time awarded (and could in the future award) discretionary bonuses for
special contributions, such as creating a unique strategic oppertunity for us. In fiscal 2006, some executive ofTicers
were paid a $10,000 discretionary bonus in recognition of new business awarded to us. No discretionary bonuses
were paid in fiscal 2007. In July 2007, a retention bonus plan was approved for Mr. Kalbflcisch, our Vice President
of Finance and Interim Chief Financial Officer. Under this arrangement, Mr. Kalbfleisch will eam cash bonuses of
$10,000 each in October 2007, January 2008, April 2008 and July 2008, subject to his continued employment at
those times.

Stock Options and Restricted Stock Awards

We believe thal equity grants pravide our executive officers with a strong link to our long-term
performance, create an ownership culture, and help 1o align the interests of our executive officers and our
shareholders. In addition, the vesting feature of our equity grants, generally over three years, serves to aid executive
officer retention.

We have historically provided our executive officers with long-term incentives by awarding them stock
options and, to a lesser extent, restricted stock awards. The exercise price of options awarded to executive officers
is equal to the closing market price of our common stock on the date of award. The options have generally vested
monthly over a three-year period for existing employees, and for new employees, one-third of the shares subject to
option vest after the first year of employment and the remaining two-thirds vest monthly over the next 24 months.
The options have had ten year terms, subject to continuing service, and have remained exercisable for between 30
days and three months after lermination of service, or longer in the event service terminates due to death or
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disability. If our shareholders approve Proposal No. 2, future stock option grants under our 2003 Equity Incentive
Plan will have maximum six year terms. An initial award of a stock option, restricted stock, or both, is made at the
time an executive officer is hired. The Compensation Committee annually considers additional awards based on
both company and individual performance. The Compensation Committee takes into account the executive officer's
position and level of responsibility, existing stock and unvested option holdings and the potential reward if the stock
price appreciates in the public market and, 1o ensure that such person's total compensation conforms to our overall
compensation philosophy and objectives, al! other components of the executive officer's compensation. With
respect to the timing of option grants, our current policy is to grant options only at regularly scheduled meetings of
the Compensation Committee. However, if we are in a blackout period under our Insider Trading Policy at the time
of the Compensation Committee meeting, our policy is for the options approved by the Compensation Committee at
that meeting to be granted on the day which is the second business day following the end of the blackout period with
an exercise price equal to the closing market price of our common stock on that day.

In August 2007, the Compensation Committee approved stock options for our executive officers, The
Committee determined that it needed to make a one-time significant equity award to its exgcutive officers and key
employees as a retention (ool, because (i) no salary increases had been made for Messrs. Gawarecki and Kerman
since fiscal 2005 and for Mr. Scroop since fiscal 2004, (ii) all existing stock option awards had exercise prices in
excess of our current share price, (iii) no bonuses had been awarded in fiscal 2007 and (iv) our financial
performance had been weak during the last several years. These options vest monthly for one year and have a three
year lerm. Following this special equity award program in August 2007, less than 212,000 option shares remained
available for grant under the 2003 Equity Incentive Plan, the only equity plan available for the grant of equity
awards. As a result of this low share reserve, the Compensation Committee and the Board of Directors approved in
September 2007 an amendment and restatement of the 2003 Equity Incentive Plan to, among other things, increase
the share reserve by 1,300,000 shares, subject to approval of our shareholders. The Compensation Commitiee and
the Board of Directors also approved the cancellation of outstanding stock options held by our current executive
officers and directors with an exercise price of $10.00 per share or more, subject to approval of our shareholders,
and determined that the shares subject to such cancelled stock options will not become available for issuance under
the 2003 Equity Incentive Plan. This has the effect of offsetting the increase in the share reserve by the 468,300
shares subject 10 the cancelled options. See "Proposal No. 2 - Approval of Amendment and Restatement of 2003
Equity Incentive Plan Including Cancellation of Certain Stock Options” above for more information concemning the
share reserve of the 2003 Equity Incentive Plan and the cancellation of certain stock options held by our executive
officers and directors, .

All stock options granted to our executive officers, including our Chief Executive Officer, become
immediately exercisable in the event of a merger, sale, liquidation or other change in control of our company.
Restricted stock awards historically did not provide for accelerated vesting upon such events. There currently are nto
outstanding restricted stock awards.

Benefits and Other Compensation

We maintain broad-based benefits that are provided to all employees, including health and dental
insurance, life and disability insurance, flexible spending accounts, long term care insurance, and a 401(k) plan.
Executive officers are eligible to participate in all of our employee benefit plans, in each case on the same basis as
other employees, with the exception of the flexible spending accounts which are not available lo our executive
officers since the company reimburses all out-of-pocket medical expenses as described below.

We provide executive officers with other personal benefits that are reasonable and consistent with our
overall compensation program to enable us to attract and retain employees for key positions. For fiscal 2007, we
provided the following personal benefits to our named executive officers, all of which benefits are fully paid for by
us: standard medical and dental insurance for employee and family; reimbursement of any out of pocket medical
expenses for employee and family; executive supplemental term life insurance; executive long-term disability
insurance; annual physicals; gym membership; and unlimited paid time off. As a result of our unlimited paid time
off policy, vacation time is no longer accrued for executive officers.
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The Compensation Committee periodically reviews the levels of perquisites and personal benefits provided
to executive officers,

Change in Control Benefits

We have agreements with our executive officers that provide certain benefits in the event of a change in
control of our company or in the event their employment is terminated without cause. We have provided detailed
information about these benefits, along with estimates of their value under various circumstances in the sections
entitled “Retention Agreements” and “Stock Options” under “Potential Payments Upon Termination or Change in
Control” below.

The Compensation Committee has determined to provide for change in control benefits for company
leadership because we recognize that, as is the case with many publicly-held corporations in the technology sector,
the possibility of a change in control exists, and the uncertainty and questions which a potential change in control
may raise among our executive officers could result in the departure or distraction of executive officers to the
detriment of our company and our shareholders. Stock options and restricted stock awards held by executive
officers generally vest in full upon a change of control ("single trigger"), while the remainder of benefits to be
received by an executive officer upon a change of control generally requires a change of controt followed by
termination of the executive officer's employment ("double trigger”). We believe single trigger treatment for equity
awards is appropriate because: (i) it helps retain key employees during change in control discussions, especially
more senior executive officers where equity represents a significant portion of their total pay package; (ii) it is
difficult to replicate underlying performance goals, particularly for performance-contingent vesting; (iii) the
company that made the original equity grant will no longer exist after a change in control and employees should not
be required to have the fate of their outstanding equity tied to the new company's future success; and (iv) it ensures
that ongoing employees are treated the same as terminated employees with respect to outstanding equity awards. On
the other hand, we believe a “double trigger” is appropriate for the remainder of benefits, particularly payments of
cash, because it prevents an unintended windfall to executive officers in the event of a friendly change in control,
while stil! providing them appropriate incentives to cooperate in negotiating any change in control in which they
believe they may lose their employment. The Compensation Committee further believes that if a named executive
officer remains employed by us following a change in control, but such officer experiences a defined set of adverse
circumstances regarding such officer's employment, then such officer should have the opportunity (during a two
year period from the change in control) to elect to resign and receive the same severance benefits applicable as if
such officer's employment was severed by the company without cause.

Scverance

We have an employment agreement with our current President and Chief Executive Officer, Mr, LoForti,
which, as amended in September 2007, provides severance if we terminate his employment without cause or if he
resigns for good reason. We also had a similar employment agreement with our former Chief Executive Officer, Mr.
Calisi. These agreements with Messrs. Calisi and LoFonti are further described below under “Compensation Actions
Taken for Qur Named Executive Officers.”

Severance, if any, for executive officers without employment agreements who are terminated by us
»without cause™ is determined by our Compensation Commilice based upon (i) the reason for termination, (ii) the
length of service to our company, and (iii) as reccommended by our Chief Exccutive Officer.

The severance benefits paid to Mr. Calisi and Ms. Huff, each of whom separated from us in fiscal 2007,
are described below under “Compensation Actions Taken for Our Named Executive Officers” and in the Summary
Compensation Table.

Compensation Actions Taken for Our Named Executive Officers

Christopher Calisi. Mr. Calisi's employment as our President and Chief Executive Officer ended cffective
November 1, 2006. Details regarding his post-termination compensation are set forth below following the
discussion regarding his recent compensation history.
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During fiscal 2005, the Compensation Committee retained a professionat compensation consultant, J.
Richard & Co., to assist it in developing an appropriate compensation package for Mr. Calisi. The compensation
consultant and the Compensation Committee reviewed all components of Mr. Calisi's compensation, including base
salary, bonus, long-term incemive awards, accurnulated realized and unrealized stock option gains, maiching
contributions under the company's 401(k) plan and other benefits and perquisites provided 1o Mr. Calisi. The
compensation consultant provided the Committee with comparable data from the Radford Technology Survey of
Executive Compensation Practices and a peer group of 12 companies suggested by the Compensation Committee
which included: Adaptec, Inc., Advanced Digital Information, Brocade Communications, Crossroads Systems,
EMC Corporation, Imation Corp., [omega Corporation, Network Appliance, Quantum Cerporation, Sandisk,
Storage Technology, and SunGard Data Systems. The compensation consultant and the Compensation Committee
also looked at comparable data removing Brocade Communications, EMC Corporation and Network Appliance
from the initial peer group at the recommendation of the compensation consultant.

The final package consisted of an increase in Mr. Calisi's base salary from $430,000 to $500,000 per year,
which the Compensation Committee determined to be market compensation level for CEOs of the peer group. The
Compensation Committee also determined to award Mr, Calisi a cash bonus of $21,500, which represented the
prorated amount of the annual compensation increase for the period of November 2004, when his salary increase
would normally have been effective, to the April 2005 effective date of the increase. No additional bonus award
was granted to Mr. Calisi in connection with his performance for fiscal 2004. Additionally, the Compensation
Committee recommended that the 2003 Equity Incentive Plan Commitiee grant to Mr. Calisi the following equity
awards:

* apoption to purchase up to 100,000 shares of common stock at an exercise price of $11.00 per share,
which oplion was immediately vested as to 11,200 shares, with the remainder vesting at a rate of 2,775
shares per month from May 2005 through December 31, 2007

s 50,000 shares of restricted stock, vesting in installments of 16,667, 16,667 and 16,666 shares on the first
day of calendar years 2006, 2007 and 2008, respectively; and

* 50,000 shares of restricted stock, vesting as to 12,500, 12,500 and 25,000 shares, respectively, if the
volume weighted daily average stock price for ten consecutive treding days reached $20, $25 and $30,
respectively, on or before the first day of calendar 2008, subject to Mr. Calisi's employment as Chief
Executive Officer on such date(s).

The 2003 Equity Incentive Plan Committee was a subcommittee of the Compensation Committee composed
of two directors, each of whom qualified as a "non-cmployee director” under Rule 16b-3 under the Exchange Act
and an "oulside dircctor” under Section 162(m)} of the Internal Revenue Code, which was established to administer
the 2003 Equity Incentive Plan so that awards made under that plan would (i) be exempt from the short-swing
trading restrictions of Section 16(b) of the Exchange Act, and (ii) qualify as performance-based compensation under
Section 162(m) of the Internal Revenue Code.

Mr. Calisi's award levels were based in part on the analysis and recommendations of the compensation
consultant, and were intended to increase the retentive value of Mr. Calisi's long-term incentive compensation rather
than to reward past performance. Restricted shares were included in the package at the recommendation of the
compensation consultant to reduce the dilution and increase the retentive value of the package. The Compensation
Committee emphasized the long-term incentive nature of the restricted stock awards by providing that 50,000
restricted shares would vest only upon very substantial increases in share price during Mr. Calisi's tenure as our
Chief Executive Officer. The other 50,000 restricied shares vested al future points in time, thereby aligning the value
that Mr. Calisi would have received from such award with his continued tenure at our company and with our future
share price performance. The 2003 Equity Incentive Plan Committee followed the recommendations of the
Compensation Committee and made the foregoing equity awards under the 2003 Equity Incentive Plan.
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In fiscal 2006, the Compensation Committee amended the terms of Mr. Calisi’s employment agrecment and
retention agreement pursuant to a voluntary offer made by Mr. Calisi in November 2005. Although the
Compensation Committee believed Mr. Calisi’s salary to be appropriate at the time, Mr. Calisi offered the salary
reduction in the context of the losses sustained by the company in fiscal 2006. Pursuant to the amendments, Mr.
Calisi's gross annual base salary was reduced from $500,000 to $395,000 effective as of November 15, 2005, except
that, solely for purposes of calculating severance payments under his employment agreement and retention
agreement, Mr. Calisi’s salary would be deemed to be the greater of $500,000 or his then current salary as of the
date of termination or a change in control, as applicable. The reduction in salary also reduced the annual bonus for
which Mr. Calisi was eligible under his employment agreement and the retention agreement. Mr. Calisi's
compensation was not modified again before the termination of his employment agreement in November 2006.

In connection with the termination of Mr. Calisi's employment agreement, the Compensation Committee
considered a number of critical transitional issues for which Mr. Calisi had unique knowledge, including the
transition of manufacturing services from our outsourced manufacturer back to us, and relationships with key
distributors, suppliers and potential partners. The Compensation Committee also considered that any ill-will of Mr.
Calisi and/or post-employment disputes would be a distraction 10 us at a critical juncture and could have a negative
effect on retention of key commercial relationships. [n order to retain Mr. Calisi's transitional consulting services
and achieve a prompt and full resolution of Mr. Calisi's termination of employment, the Compensation Committee
approved our entry into a separation agreement and a consulting agreement with Mr. Calisi. Under the terms of the
consulting agreement, Mr. Calisi agreed to provide transitional consulting services to us for a period of six months.
For his consulting survices, Mr. Calisi was paid $20,833.33 per month during the term of the agreement. Under the
terms of the separation agreement, we also agreed to (i) provide Mr. Calisi a lump sum payment of $500,000 in
accordance with the provisions of his employment agreement, (i) pay health benefit premiums on Mr. Calisi’s
behalf for a period not to extend beyond one year, (jii) reimburse up to $10,000 of outplacement services for Mr.
Calisi, which he did not utilize, and (iv) allow him to keep certain used office equipment. Mr. Calisi agreed to
waive his post-separation exercise rights for his outstanding stock options, and he executed a general release of all
claims against us. The Compensation Committee determined that the value and flexibility created by the waiver of
exercisability of the options was greater than the value of the modest additional benefits beyond those provided in
M. Calisi's employment agreement.

Scott McClendon. In November 1, 2006, the board appointed Mr. McClendon as our Interim President and
Chief Executive Officer, and Mr. McClendon served in this position until August 2007. The Compensation
Committee approved a compensation package for Mr. McClendon that consisted of a monthly salary of $32,916.67.
The base salary was equivalent to the base salary earned by Mr. Calisi at the time of his departure, Mr. McClendon
also participated in our employee benefit plans. Mr. McClendon did not receive fecs paid to our non-employee
directors or the Chaiman of the Board fee while serving as Interim President and Chief Executive Officer.

The Compensation Committee retained the services of PM&P to assist it in determining the appropriate
compensation package for Mr. McClendon as described above under “Methodologies for Establishing
Compensation.” The final package consisted of a salary and stock option award which the Compensation
Committee determined to be market compensation level for CEOs of similarly-situated companies as provided by
PM&P.

In December 2006, Mr. McClendon received an option to purchase up to 75,000 shares of our common
stock at the purchase price of $4.29 per share, the closing price of our common stock on the date of grant. The
option was immediately vested as 10 6,250 shares (reflecting the commencement of service as Interim President and
Chief Executive Officer on November 1, 2006), with the remainder vesting at a rate of 6,250 shares on the first day
of each month commencing January 1, 2007 through November 1, 2007, subject to Mr. McClendon's continuing
service to us.

Vernon A. LoForti. In connection with his appointment as President and Chief Executive Officer in August
2007, Mr. LoForti's annual base salary was increased from $297,750 to $400,000. Prior to this increase, Mr.
LoFonti's salary was last increased in November 2004 while he served as our Vice President and Chief Financial
Officer. In determining Mr. LoForti’s current compensalion, the Compensation Committee considered the
compensation eamed by Mr. Calisi and Mr. McClendon, each of whom previously served as President and Chief
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Executive Officer, and reviewed all components of Mr. LoForti’s compensation, including base salary, bonus, long-
term incentive awards, accumulated realized and unrealized stock option gains, matching contributions under the
company's 401(k) plan and other benefits and perquisites provided to Mr. LoForti. In August 2007, as part of the
special grant of stock options described above under "Stock Options and Restricted Stock Awards,” Mr. LoForti was
granted an option to purchase up to 250,000 shares of our common stock at the purchase price of $1.62 per share,
the closing price of the company’s common stock on the date of grant.

We entered into an employment agreement with Mr, LoForti in December 2000 pursuant to which Mr.
LoForti continued employment as our Vice President and Chief Financial Officer. The employment agreement was
amended and restated in September 2007 10 reflect Mr. LoForti's promotion to President and Chief Executive
Officer and his new salary. It was also amended to add severance provisions, as the severance provisions previously
in effect under the agreement had expired on December 3, 2003. These severance provisions provide that if we
terminate Mr. LoForti’s employment without cause, then we are obligated to pay him a severance payment equal to
his base salary, payable on a pro-rated basis according to our normal payroli cycle for the 12 months following his
termination. [n addition, he is entitled to receive accelerated vesting for any stock options that would othérwise have
vested during the 12-month period following his termination. He is also entitled to receive the cash severance
payment if he resigns following any of the following events (good reason): (i) reduction in compensation of more
than 10%; (ii) change in position or duties so that his duties are no longer consistent with his previous position; or
(iii) change in principal place of work to more than 50 miles from our current facility without his approval. The
payment of the severance benefits described above are conditioned on the execution by Mr. LoForti of a general
release of all claims against us. The employment agreement has a one-year term, automatically renews for
successive one-year terms unless one of the parties timely gives notice to terminate, and provides that our Board of
Directors may unilaterally modify Mr. LoForti’s compensation at any time. Mr. LoForti did not receive any bonus
or equity awards in fiscal 2007. Mr. LoForti is also party to a retention agreement with us, as described above under
"Change in Control Benefits."

W. Michael Gawarecki. Mr. Gawarecki is an at-will employee whose employment may be terminated by
us for any reason, with or without notice. Mr. Gawarecki currently earns an annual salary of $246,500 and has
eamed this same salary since November 2004. Mr. Gawarecki did not receive any bonus or equity awards in fiscal
2007. In August 2007, as part of the special grant of stock options described above under "Stock Options and
Restricted Stotk Awards,” he received an option to purchase up to 100,000 shares of our common stock at the
purchase price of $1.62 per share the closing price of the company's common stock on the date of grant.

Christie Huff. Ms. Huff's employment with us terminated in April 2007. At the time of termination, Ms.
Huff earned an annual salary of $195,000 and was an at-will employee and could be terminated by us for any
reason, with or without notice. We entered into a separation agreement with Ms. Huff under which we agreed to:
(i) provide Ms. Huff a lump sum payment of $97,500 equal to six months base salary; (ii) pay health benefit
premiums on Ms. Huff's behalf for a period not to extend beyond one year; and (iii) allow her to keep certain used
office equipment. In exchange, Ms. Huff executed a general release of all claims against us.

Michael Kerman. Mr. Kerman's employment with us terminated in October 2007. Mr. Kerman earned an
annual salary of $225,000 per year and had earned this same salary since he was hired in August 2004. Mr. Kerman
did not receive any bonus or equity awards in fiscal 2007. In August 2007, as part of the special grant of stock
options described above under "Stock Options and Restricted Stock Awards,” he received an option to purchase up
to 150,000 shares of the company’s common stock at the purchase price of $1.62 per share, the closing price of the
company’s common stock on the date of grant. This stock option will expire on January 3, 2008.

Robert Scroop. Mr. Scroop is an at-will employee whose employment may be terminated by us for any
reason, with or without notice. Mr. Scroop currently eams an annual salary of $220,500 per year and has eamned this
same salary since November 2003. Mr. Scroop did not receive any bonus or equity awards in fiscal 2007. On
August 2007, as pant of the special grant of stock options described above under "Stock Options and Restricted
Stock Awards," he received an option to purchase up to 75,000 shares of the company’s common stock at the
purchase price of $1.62 per share, the closing price of the company's common stock on the date of grant.
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Tax Deductibility of Executive Compensation

The Compensation Committee has considered the impact of Section 162(m) of the Internal Revenue Code,
which disallows a deduction for any publicly-held corporation for individual compensation exceeding $1 million in
any taxable year for the Chief Exccutive Officer and the three other most highly compensated exccutive officers
(excluding the principal financial officer} unless such compensation meets the requirements for “performance-based
compensation.” As the cash compensation we pay to each of our executives officers is expected to be below 31
million and the Compensation Committee believes that options and performance-vesting restricted stock awarded
under the equity incentive plans to such officers will meet the requirements for qualifying as performance-based
compensation, the Compensation Commitiee believes that Section 162(m) will not affect the tax deductions
available to us with respect to the compensation of our executives fiscal 2007. It is the Compensation Committec’s
policy to qualify to the extent reasonable executive officer compensation for deductibility under applicable tax law.
However, the Compensation Committee may, from time to time, approve compensation to officers that may not be
fully deductible.

COMPENSATION COMMITTEE REPORT

The Compensation Committee has reviewed the Compensation Discussion and Analysis and discussed it
with management. Based on its review and discussions with management, the Compensation Committce
recommended to the Board of Dircctors that the Compensation Discussion and Analysis be included in the proxy
statement for the 2007 annual meeting of shareholders. This report is provided by the following committee
members, all of whom are independent:

William J. Miller (Chairman)
Robert A. Degan
Michael Norkus
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Summary Compensation Table

The following table contains information concerning the compensation received by our named executive
officers in fiscal 2007.

Qption Stock All Other
Name and Salary Awards ($) Awards ($) Compensation Total
Principal Positlon Year ($} (1) (1 ($) (2) {$)

Vemnon A. LoForti 2007 297,750 -- - 25,958 323,708
President, Chief
Executive Officer and
Secretary (3)

Scott McClendon 2007 287,058 (4) 200,206 - 12,530 499,794
Former Interim
President and Chief
Executive Officer

Christopher P. Calisi (5) 2007 218,125 (5) (158,144) {247,299) 652,970 465,652
Former President and
Chief Executive
Officer

W. Michael Gawarecki 2007 275,643 (6) - - 24,882 300,525
Vice President of
Operations

Christie Huff (7) 2007 192,233 (7) - - 135,372 327,605
Former Vice President
of Worldwide
Marketing

Michael §. Kerman (8) 2007 225,000 37,559 -- 34,094 296,653
Former Vice President
of Marketing and
Chief Strategy Officer

Robert J. Scroop 2007 220,500 - -~ 21,563 242,063
Vice President of New
Product Delivery

(1) Amounts listed in the "Option Awards" and "Stock Awards” columns represent the dollar amount we recognized
for financial statement reporting purposes with respect to fiscal 2007, disregarding an ¢stimate of forfeitures
related to service-based vesting conditions, under Financial Accounting Standards Board Statement of Financial
Accounting Standards No. 123(R), "Share-Based Payment," or SFAS No. 123(R). For a more detailed
discussion on the valuation model and assumptions used to calculate the fair value of these awards, see Note 10
to the consolidated financial statements included in our annual report on Form 10K for the year ended July 1,
2007,

(2) Amounts listed in this column reflect () employer matching contributions that we made on behalf of our named
executive officers under our 401(k) plan, (ii) premiums we paid on their behalf for term life and disability
insurance, (iii) premiums we paid on their behalf for medical and dental insurance, and (iv) out-of-pocket
medical expenses we paid on their behalf (including gym memberships). In the case of Mr. Calisi and Ms. Huff,
amounts included also reflect severance paid, and in the case of Mr. Calisi, consulting fees paid in connection
with his termination, and the valuc of certain used office equipment Mr. Calisi and Ms. Huff were permitted to
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retain upon their sermination. The amounts we paid to the named executive officers in fiscal 2007 include the
following:

Lifef Out-of-
Disability Medical/ Pocket
401k Insurance Dental Medical Severance Consulting

Name atch Premiums Premiums Expenses Paymetits Fees Paid  Equipment Totsal
Vemon A. § 8,245 $2.217 $13,447 $2,049 - - - $ 25958
LoForti

Scott £10,938 $1,182 s 410 - - - - $ 12,530
McClendon

Christopher - $1,183 $20,132 $6,255 $500,000 $125,000 $400 $652.970
P. Calisi

W. Michael § 8,113 $1,834 $13,598 $1,337 - - - $ 24,882
Gawarecki

Christie $ 7,975 $1,209 $19,481 $8,957 $ 97,500 - $250 $135312
Huff

Michael S. $ 7,788 $1,674 $19,410 $5,222 - - - $ 34,094
Kerman

Robert J. $ 8,654 $1.641 $10,508 $ 360 - - - $ 21,563
Scroop

(3) During the 2007 fiscal year, Mr. LoForti served as our Vice President, Chief Financial Officer and Secretary and
was our principal financial officer. Mr. LoForti was promoted to President and Chief Executive Officer in
August 2007. Mr. LoForti continues to serve as Secretary.

(4) Mr. McClendon served as our Interim President and Chief Executive Officer from November 1, 2006 to August
8,2007. While serving as an executive officer, Mr. McClendon was not paid non-employee director fees or his
Chairman of the Board fees. Amounts included in the "Salary” column reflect non-empleyee director fees and
Chairman of the Board fees of $25,750 in the aggregate paid to Mr. McClendon during the period of July 3, 2006
to October 31, 2006, and base salary of $261,308 paid to Mr. McClendon during the period of November 1, 2006
to July 1, 2007. Mr. McClendon currently serves as our Chairman of the Board.

(5) Mr. Calisi’s employment with us ended on November 1, 2006. Amounts included in the *Salary” column reflect
vacation payout in the amount of $84,433 in fiscal 2007.

(6) Amounts included in the "Salary" column reflect vacation payout in the amount of $29,143 in fiscal 2007.

(7) Ms. Huff's employment with us ended on April 27, 2007. Amounts included in the “Salary” column reflect
vacation payout in the amount of $30,983 in fiscal 2007.

(8) Mr. Kerman's employment with us ended on October 3, 2007.
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Grants Of Plan-Based Awards

The following lable contains infermation about plan-based awards granted to our named executive officers
in fiscal 2007.

All Other Option Excrcise or Base
Awards: Number of Price of Option Grant Date Fair
Securities Underlying Awards Value
Name Grant Date Options (3/Sh) of Stock and Option
{#) Awards
Scott McClendon 12/20/2006 75,000 $4.29 $209,332

Christopher P. Calisi - - - -
Vernon A. LoForti - - - -
W. Michael Gawarecki - - - -
Christie Huff - - - -
Michael S, Kerman -- - - -
Robert J. Scroop -- - - -

The option award listed above was granted to Mr. McClendon under our 2003 Equity Incentive Plan. The
option was immediately vested as to 6,250 shares (reflecting Mr. McClendon's commencement of service as Interim
President and Chief Executive Officer on November 1, 2006), with the remainder vesting at a rate of 6,250 shares on
the first day of each month commencing January 1, 2007 through November 1, 2007, subject to Mr. McClendon's
continuing service to our company. The option will fully vest upon a change in control as defined in our 2003
Equity Incentive Plan. The option has a ten-year life, subject to continuing service.
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Outstanding Equity Awards At Fiscal Year-End

The following table provides information about the current holdings of stock options by our named
executive officers at July 1, 2007. This table includes unexercised and unvested option awards. Each option award
is shown separately for each named executive officer. Messrs. McClendon, LoForti, Gawarecki and Scroop have
agreed to cancel those options set forth below with exercise prices of $10.00 per share or more if Proposal No. 2
described above is approved by our shareholders, and have agreed not to exercise any such options prior to the vote
on Proposal No. 2.

Number of Securities Number of Securlties
Underlying Unexercised Underlying Unexercised
Options Options Optlon Option
#H (# Excrcise Price Expliration
Name Exercisable Unexercisable % Date
1)

Scott McClendon 50,000 -- $ 6.60 7/272011
11,000 - 14.75 1/20/2013
18,000 - 19,33 11/17/2013
18,060 -- 14,29 11/15/2014
18,000 - 8.51 11/15/2015
50,000 (2) 25,000 429 12/20/2016
Christopher P. Calisi -~ -- - -
Vemon A. LoForti 32,167 - 7.50 8/12/2007
30,000 -= 5.63 10/12/2009
1,500 - 8.25 2/18/2010
20,000 - 10.00 4/21/2010
30,000 - 7.41 12/4/2010
60,000 - 13.50 7/10/2012
10,000 - 19.33 11/17/2013
29,700 (3) (4) - 14.29 11/15/2014
W. Michael Gawarecki 23,000 - 5.00 7182008
20,000 - 5.63 10/12/2009
20,000 -- 10.00 4212010
35,000 - 9.31 1/15/2011
52,500 - 13.50 7/10/2012
10,000 - 19.33 11/17/2013
31,400(3) (4) - 14.29 11/15/2014
Christic Huff (7) 10,000 - 13.24 7/5/2014
Michael S. Kerman (8) 75,000 (3)(5) - 13.18 8/30/2014
18,056 (6) 6,944 10.86 4/28/2015
Robent J. Scroop 30,000 -- 9.31 " 1/15/2011)
60,000 - 13.50 7/10/2012
10,000 - 19.33 11/17/2013
29,700 (3) (4) - 14.29 11/15/2014

(1) Each option expires ten years from the date of grant.
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(2) This option was immediately vested as to 6,250 shares (reflecting Mr. McClendon's commencement of service as
Interim President and Chief Executive Officer on November |, 2006), with the remainder vesting at a rate of
6,250 shares on the first day of each month commencing January 1, 2007 through November 1, 2007.

{3) In July 2005, the Board of Directors approved the accelerated vesting of all unvested stock options held by our
executive officers and employees, with an exercise price at or above $12.00 per share. The stock option
acceleration program did not apply 1o stock options held by our non-employee directors including Mr.
McClendon who was not an employee at the time. In connection with the acceleration of vesting of options held
by our executive officers, each executive officer agreed not to sell or transfer any shares subject to accelerated
vesting until the original vesting date would have occurred based on the original vesting schedule (without
giving effect to any future termination of service). The primary purpose of the accelerated vesting was to
eliminate future stock-based compensation expense under SFAS No. 123(R). Except as disclosed in footnotes (4)
and (5) of this table, all options accelerated in July 2005 have met the requirements of their original vesting date.

(4) Under its original vesting schedule, this option vests on a monthly basis over a 36-month period beginning in
December 2004 and ending in November 2007.

(5) Under its original vesting schedule, one-third of the option vested on the first anniversary of the grant date.
Following the first anniversary of the grant date, the option vested pro-rata on a monthly basis, becoming fully-
vested on the third anniversary of the grant date in August 2007.

(6) This option vests on a monthly basis over a 36-month period beginning in April 2005 and ending in Aprit 2008.

(7) Ms. Huff"s employment with us terminated in April 2007. Her option expired unexercised in July 2007.

(8) Mr. Kerman's employment with us terminated in October 2007. His options will expire in January 2008 if the
vested portions are not exercised before that date.

Option Exercises And Stock Vested

None of our named executive officers exercised stock options or held restricted stock which vested during
fiscal 2007,
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Potential Payments Upon Termination Or Change-Of-Control

The information below reflects the potential payments and benefits each of our named executive officers
could receive in the event of a termination of such person’s employment due to a change in control as defined below
under “Retention Agreements” (other than Mr. Calisi and Ms. Huff, who separated from us before July 1, 2007 and
whose actual severance payments are reflected in the Summary Compensation Table). Other than Mr. Calisi, no
named executive officer had an agreement in place during fiscal 2007 which provided severance benefits for
termination other than those related to a change of control. In calculating the quantitative disclosures in the table
below, we assumed the triggering event for the receipt of payments and benefits upon termination or change in
control took place at July 1, 2007. The amounts set forth in the 1able do not include payments and benefits which
are extended by law nr on a non-discriminatory basis to salaried employees generally on termination of employment.

Health and Value of
Other Addltional Additional Other
Name Salary Bonus Insurance Vested Vested Compensa-
Benefits (1) Qptions Options {2) tion

Vernon A. LoForti (2)
Change in Control - - - - - -
Termination Following $595,500 - $11,251 - - -
Change in Control

Scott McClendon
Change in Control - - - 25,000 $69,470 -
Termination Following - - - - - -
Change in Control

W. Michael Gawarecki
Change in Control -- - - - - -
Termination Following $246,500 - $15,198 . -~ -
Change in Control

Michael Kerman (4)
Change in Control - - - 6,944 $56,946 -
Termination Following $225,000 - $21,664 - - -
Change in Control

Robert J. Scroop
Change in Control -
Termination Following $220,500
Change in Control

$10,494 - - -

(1) Represents estimated COBRA healthcare premiums paid for 12 months, using assumptions used for financial
reporting purposes under generally accepted accounting principles.

(2) Amounts listed ir: this column represent the dollar amount we would have recognized for financial statement
reporting purposes if the options held by Mr. McClendon and Mr. Kerman vested in full on July 1, 2007, in
accordance with SFAS No. 123(R). For a more detailed discussion on the valuation model and assumptions used
to calculate the fair value of these awards, see Note 10 to the consolidated financial statements included in our
annual report on Form 10K for the year ended July 1, 2007.

(3) In connection with his promotion to President and Chief Executive Officer in August 2007, Mr. LoForti's
employment agreement was amended and restated to provide for severance benefits in the event he is terminated
without cause or if he resigns for good reason, regardiess of whether such events occur in the context of a change
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in control. Sec "Compensation Discussion and Analysis - Compensation Actions Taken for our Named
Executive Officers" for more information about these severance benefits,

(4) Mr. Kerman resigned in October 2007 and accordingly will not be entitled to any benefits upon a change in
control.

Retention Agreements

We entered into retention agreements with Messrs. LoForti, Gawarecki and Scroop effective January 27,
2000, with Mr. Calisi effective March 12, 2001, with Mr. Kerman effective August 1, 26035 and with Ms. Huff
effective September 14, 2005, These agreements provide that the executive officer will receive a lump sum
severance payment if, within two years of the consummation of a change in control of our company, such executive
officer is terminated without cause or resigns with good reason. These severance payments are based on the
executive officer’s base salary at the time of the consummation of the change in control or the termination date,
whatever is higher, plus such executive officer’s target bonus for the year before the consummation of the change in
control. The agreements provide that, upon a change in control, Mr. LoForti would be entitled to receive an amount
equal to 2.0 times his base salary, plus target bonus, and Messrs. Gawarecki and Scroop each would be entitled to an
amount equal to their respective base salary, plus target bonus. Mr. Calisi, Ms. Huff and Mr. Kerman became
ineligible for benefits under their retention agreement upon termination of employment. 1f any portion of any
payment under the retention agreements would constitute an "excess parachute payment” within the meaning of

- Section 280G of the Internal Revenue Code, then that payment will be reduced to an amount that is one dollar less

than the threshold for triggering the tax imposed by Section 4999 of the Internat Revenue Code. The agreements
also provide that if the executive officer elects to continue insurance coverage as provided by the Consolidated
Omnibus Budget Reconciliation Act of 1985 (COBRA), we will reimburse the exccutive the amount of the
premiums incurred by the executive officer for 12 months following the termination date. The consideration
payable to an executive officer under the agreements is contingent upon such executive officer signing a general
release of claims against us.

In September 2007, we entered into amended and restated retention agreements with each of Messrs.
Gawarecki, LoForti and Scroop. The amendments to the retention agreements primarily concemned (i) structuring
the timing of severance payments under the retention agreements so that they will not be considered "deferred
compensation” under Section 409A of the Internal Revenue Code, and (ii) updating the arbitration provisions and
the form of general release 1o conform to recent legal developments under state and federal [aw. The amount and
nature of the severance benefits under the retention agreements did not change.

Stock Option Agreements

All unvested stock options held by named executive officers will become fuily-vested in the event of a
merger, sale, liquidation or other change in control of the company. Any option granted with an exercise price at or
above $12.00 per share became immediately exercisable on July 3, 2005 as a result of the stock option acceleration
program described above under “Qutstanding Equity Awards at Fiscal Year-End.”

Employee Benefit Plans

In addition 10 the other compensation plans described above, we maintain the following employee benefit
plans, each of which is administered by the Compensation Committee, under which the named executive officers
may participate or receive compensation. Only the 2003 Equity Incentive Plan (2003 Plan) and the 2006 Employee
Stock Purchase Plan are currently active.

1995 Stock Option Plan. In October 1995, our shareholders approved our 1995 Stock Option Plan as
amended {1995 Plan). A 1otal of 1,000,000 shares of common stock were authorized for issuance under the 1995
Plan. The Board of Directors terminated the 1995 Plan effective upon sharcholder approval of the 2003 Plan (the
2003 Plan Adoption Date). On the 2003 Plan Adoption Date, shares of common stock which remained available for
issuance under the 1995 Plan were rolled into the reserve of shares available for new awards under the 2003 Plan,
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and any shares that aze issuable upon exercise of options granted pursuant to the 1995 Plan that expire or become
unexercisable for any reason without having been exercised in full after the 2003 Plan Adoption Date are also rolled
into the reserve of shares available for new awards under the 2003 Plan. If the shareholders approve Proposal No. 2,
then the shares subjext to cancelled options described under "Cancellation of Certain Stock Options” will not
become available for issuance under the 2003 Plan. The 1995 Plan provided that our non-employee directors,
employees and consultants, and those of our majority-owned subsidiaries, were eligible to receive options
exercisable into shares of common stock. The options granted under the 1995 Plan are exercisable at fair market
value on the date of issuance, vest over a maximum of five years and have a term of ten years from the date of grant.

1997 Executive Stock Option Plan. In November 1997, our sharcholders approved our 1997 Executive
Stock Option Plan (the 1997 Plan). A total of 800,000 shares of common stock were authorized for issuance under
the 1997 Plan. The Board of Directors terminated the 1997 Plan as to new grants effective upon the 2003 Plan
Adoption Date. On the 2003 Plan Adoption Date, shares of common stock which remained available for issuance
under the 1997 Plan were rolled into the reserve of shares available for new awards under the 2003 Plan, and any
shares that are issuable upon exercise of options granted pursuant to the 1997 Plan that expire or become
unexercisable for any reason without having been exercised in full after the 2003 Plan Adoption Date are also rolled
into the reserve of shares available for new awards under the 2003 Plan. If the shareholders approve Proposal No. 2,
then the shares subjet to cancelled options described under "Cancellation of Certain Stock Options” will not
become available for issuance under the 2003 Plan. Eligibility under the 1997 Plan was limited to our employees
and the employees of our majority-owned subsidiaries. The options granted under our 1997 Plan are exercisable at
fair market value on the date of issuance, vest over a maximum of five years and have a term of ten years from the
date of grant.

2000 Stock Option Plan. In October 2000, our shareholders approved our 2000 Stock Option Plan (2000
Pian). In October 2001, our sharcholders approved an amendment to our 2000 Plan to increase the number of shares
of common stock available for issuance under the plan by an additional 1,000,000 shares to a total of 2,000,000
shares. The Board of Directors terminated the 2000 Plan effective upon the 2003 Plan Adoption Date. On the 2003
Plan Adoption Date, shares of common stock which remained available for issuance under the 2000 Plan were rolled
into the pool of reserves available for new awards under the 2003 Plan. If the shareholders approve Proposal No. 2,
then the shares subject to cancelled options described under "Cancellation of Certain Stock Options" will not
become available for issuance under the 2003 Plan. Eligibility under our 2000 Plan inctuded our employees and our
related companies' employees. non-employee directors and consultants. The options granted under the 2600 Plan
are exercisable at fair market value on the date of issuance. may be granted subject to vesting schedules, and have a
term of ten years from the date of grant.

2003 Equity Incentive Plan. See Proposal No. 2 above for a description of the 2003 Plan.

2006 Empioyee Stock Purchase Plan. In September 2006, the Board of Directors adopted the 2006
Employee Stock Purchase Plan (2006 ESPP) to provide an opportunity for our employees to purchase shares of our
common stock and have an additional incentive to contribute to our prosperity. The 2006 ESPP replaced the 1996
Employee Stock Purchase Plan (1996 ESPP) which expired in January 2007. The first option period under the 2006
ESPP began in February 2007. The 2006 ESPP continues indefinitely with no expiration date. Qur Compensation
Committee administers the 2006 ESPP and sets option periods of up to 27 months, during which each participant is
granted a purchase option. The purchase option allows the employee to purchase shares of common stock through
payroll deductions accumulated during a particular option period. These option periods currently are set at six
months. The purchase price will be determined as either (i) a percentage not less than 85%, subject to the
Compensation Committee's discretion (Designated Percentage) of the fair market value of the common stock on the
last day of the offering period or (ii) the tower of {a) the Designated Percentage of the fair market value of the
common stock on the first day of the offering period or (b) the Designated Percentage of the fair market value of the
commuon stock on the last day of the offering period. The Compensation Committee has determined the purchase
price to be 95% of the fair market value of the common stock on the last day of each offering period. Our 2006
ESPP limits the number of shares of stock that may be purchased to 1,500 shares in any option period and $25,000
in maximum fair market value in any calendar year. Regular full-time employecs are eligible to participate in the
2006 ESPP. Participants may authorize payroll deductions for the 2006 ESPP of up to 15% of their compensation,
including base, ovenime, bonuses and commissions. The 2006 ESPP currently authorizes us 1o issue up to 500,000
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shares of common stock. Our employees have purchased a total of 8,679 shares of common stock under the 2006
ESPP.

401(k) Plan. In February 1994, we adopted our On-Track 401(k) Savings Plan that covers all of our
cligible employees who are at least 21 years old. Employees may elect to defer up to 60% of their ¢ligible
compensation (not lo exceed the statutorily prescribed annual limit) in the form of elective deferral contributions to
our 401(k} plan, However, our named executive officers qualify as “highly compensated™ employees and may only
elect to defer up to 8.5% of their eligible compensation (not to exceed the statutorily prescribed anpual limit) in the
form of elective deferral contributions to our 401(k) plan. The elective deferral contributions are fully vested and
nonforfeitable at all times and are invested in accordance with the directions of the participants. Qur 401(k} plan
also has a "catch up contribution” feature for employees aged 50 or older (including those who qualify as “*highly
compensated” employees) who can defer an additional $5,000 per year. Our 401(k) plan is intended to qualify
under Section 40! of the Intemal Revenue Code so that employee contributions and income earned on such
contributions are not taxable to employees until withdrawn. During fiscal 2007, we matched 75% of the
contributions on the first 6% of ¢ligible compensation deferred by our 401(k) plan participants.

Equity Compensation Plan Information

As of September 18, 2007, there were 3,039,566 shares subject to issuance upon exercise of outstanding
options under all of our equity compensation plans referred to in the table below, at a weighted average exercise
price of $6.29, and with a weighted average remaining life of 4.26 years. As of September 18, 2007, there were
376,376 shares available for future issuance under the 2003 Plan, the only plan under which shares are available for
future issuance.

The following table provides information about our equity compensation plans at July 1, 2007.
©

Number of common shares
remalning available for

(a) (b) future issuance under equity

Number of common shares Weighted-average compensation plans

to be issued upon exercise exercise price of (excluding shares reflected
Plan Category of outstanding options outstanding options in column (a)}
Equity compensation 1,750,000 $11.03 1,630,000
plans approved by our
shareholders (1)
Equity compensation 36,000 $7.09 0

plans not approved by
our shareholders (2)

Total 1,786,000 $10.63 1,630,000

(1) The number of common shares remaining available for issuance under our equity compensation plans does not
include the 500,000 shares of common stock subject 10 our 2006 Employee Stock Purchase Plan, which is not
considered compensatory under applicable accounting standards.

(2) Consists of our 2001 Supplemental Stock Option Plan.
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REPORT OF THE AUDIT COMMITTEE OF
THE BOARD OF DIRECTORS

The purpose of the Audit Committee is to assist our Board of Directors in its general oversight of our
financial reporting, internal control and audit functions. Management is responsible for the preparation, presentation
and integrity of our financial statements, accounting and financial reporting principles, intemnal controls and
procedures designed to assure compliance with accounting standards, applicable laws and regulations. The
independent registerad public accounting firm selected and appointed by the Audit Committee, is responsible for
performing an independent audit of, and expressing opinions on, our consolidated financial statements and, when
applicable, our internal control over financial reporting.

The Audit Committee is comprised solely of independent directors as defined in the listing standards of the
Nasdaq Global Market, The Audit Committce members are not professional accountants or auditors and their
functions are not intended to duplicate or to certify the activities of management and the independent audit. The
Audit Committee serves in a board-level oversight role where it provides advice, counsel and direction to
management and the independent registered public accounting firm on the basis of the information it receives,
discussions with the auditors and the experience of the Audit Committee's members in business, financial and
accounting matters. At each meeting of the Audit Committee, the Committee meets in executive session with the
independent registered public accounting firm without management present and in separatc individual sessions with
our chief financial officer, our controller and other finance personnel. All services provided by the independent
registered public accounting firm are pre-approved by the Audit Committee, and the Audit Comnmittee reviews and
approves the overall scope and plans for the annual audit.

Our management represented to the Audit Commitice that our consolidated financial statements for fiscal
year 2007 were prepared in accordance with generally accepted accounting principles applied on a consistent basis.
The Audit Committce reviewed and discussed the consolidated financial statements with management and our
independent registered public accounting firm, including a discussion of the quality, not just the acceptability, of our
accounting principles, the reasonableness of significant estimates and judgments, and the clarity of disclosure in our
consolidated financial statements. The Audit Committee discussed with our independent registered public
accounting firm other matters as are required to be discussed under the standards of the Public Company Accounting
Oversight Board (United States), including the matters required by Statement of Auditing Standards No. 61, as
amended, “Communication with Audit Comnmittees.” In addition, the Audit Committee has discussed with our
independent registered public accounting firm such firm's independence from management and our company and
has received from the independent registercd public accounting firm the written disclosures and the letter regarding
its independence as required by Independence Standards Board Standard No. 1. Based on the foregoing reviews and
discussion, the Audit Committee recommended to the Board of Directors, and the Board of Directors approved, that
the audited financial statements be included in our annua! report on Form 10-K for the fiscal ycar ended July |,
2007.

The Audit Committee has again selected PricewaterhouseCoopers LLP as our independent registered
public accounting firm for the fiscal year ending June 29, 2008. We expect that a representative of
PricewaterhouseCoopers LLP will attend the annual meeting, and the representative will have an opportunity 1o
make a slatement if the representative so desires. The representative will also be available to respond to appropriate
questions from sharcholders.

THE AUDIT COMMITTEE:

Robert A. Degan, Chairman
Michael Norkus
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CERTAIN RELATIONSHIPS AND RELATED PARTY TRANSACTIONS

The following is a description of transactions since July |, 2004 to which we have been a party, in which
the amount involved exceeds $120,000 in any fiscal year and in which any of our directors, executive officers or
holders of more than five percent of our stock had or will have a direct or indirect material interest. This does not
include employment compensation or director compensation, which are described elsewhere in this proxy statement.

1t is our policy that ali related party transactions, as defined in Item 404 of Regulation $-K, must be subject
to the review and approval of the Audit Committee, in accordance with Nasdag Marketplace Rule 4350(h). This
policy is set forth in writing in the Audit Committee Charter. When evaluating such transactions, the Audit
Committee will generally focus on whether the terms of such transactions are at least as favorable to us as terms we
would receive on an amms-length basis from an unaffiliated third party.

Indemnification of Our Executive Officers and Directors
Our executive officers and directors are entitled to be indemnified under our articles of incorporation and
bylaws to the fullest extent permitted under California law. We have also entered into indemnification agreements

with each of our executive officers and directors.

Retention Agreements

In addition 1o the retention agreements referenced above under “Petential Payments Upon Termination ot
Change-of-Control,” we have also entered into retention agreements with Mr. Farkaly and Mr. Kalbfleisch in July
2007. These agreements provide that the exccutive officer will receive a severance payment if, within two years of
the consummation of a change in control of our company, such executive officer is terminated without cause or |
resigns with good reason. These severance payments ar¢ based on the executive officer's base salary at the time of
the consummation of the change in control or the termination date, whichever is higher, plus such executive officer's
1arget bonus for the year before the consummation of the change in control. In the case of Mr. Farkaly, severance
payments are based on his base salary at the time of the consummation of the change in control or the termination
date, whichever is higher, plus his target commission for the year he is eligible lo receive, before a change of
control, in the event targeted revenue is achieved for the year. These agreements provide that, upon a change in
control, each would be entitled to an amount equal to his respective base salary plus target bonus or target
commission (in the case of Mr. Farkaly). 1f any portion of any payment under these agreements would constitute an
"excess parachute payment” within the meaning of Section 280G of the Internal Revenue Code, then that payment
will be reduced to an amount that is enc dollar less than the threshold for triggering the tax imposed by Section 4999
of the Internal Revenue Code,

In September 2007, we entered into amended and restated retention agreements with each of Messrs.
Farkaly and Kalbfieisch. The amendments 1o the retention agreements primarily concerned (1) structuring the timing
of severance payments under the retention agreements so that they will not be considered "deferred compensation”
under Section 409A of the Internal Revenue Code, and (11) updating the arbitration provisions and the form of
general release to conform to recent legal developments under state and federal law. The amount and nature of the
severance benefits under the retention agreements did not change.

Consulting Services Provided by Patricia Cavallini
Ms. Cavallini, a certified public accountant, is the spouse of W. Michael Gawarecki, a named executive
officer of the company. Ms. Cavallini provides professional tax services to the company. During fiscal 2006, the

company paid Ms. Cavallini $135,756 in fees. In fiscal 2007, the company paid Ms. Cavallini less than $53,000 in
fees. Ms. Cavallini continues to provide services to the company.
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OTHER MATTERS

We know of no other matters 1o be submitted at the annual meeting. If any other matters are properly
brought before the annual meeting, it is the intention of the persons named in the enclosed proxy card to vote the
shares that they represent in accordance with their judgment.

For further information about Overland Storage, Inc., please refer 1o our annual report on Form 10-K for
the fiscal year ended July 1, 2007 which accompanies this proxy statement. Qur annual report on Form 10-K was
filed with the SEC on August 23, 2007 and is publicly available on our website at www,overlandstorage.com. You
may also obtain a copy by sending a written request to Investor Relations, Overland Storage, Inc., 4820 Overland
Avenue, San Diego, California 92123,

By order of the Board of Directors,

LY. PR

VERNON A. LoFORTI
President, Chief Executive Officer and
Secretary

SEERTSAES - .
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APPENDIX A

OVERLAND STORAGE, INC,
2003 EQUITY INCENTIVE PLAN

(AS ORIGINALLY ADOPTED EFFECTIVE NOVEMBER 17, 2003
AND AMENDED AND RESTATED EFFECTIVE NOVEMBER 13, 2007)
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Overland Storage, Inc,
2003 Equity Incentive Plan

ARTICLE 1 INTRODUCTION,

The Board originally adopted the Plan effective as of the Effective Datlc. The purpose of the Plan
is to promote the long-term success of the Company and the creation of shareholder value by (a) ENCOUraging
Employees, Outside Directors and Consultants to focus on critical long-range objectives (b) encouraging the
attraction and retention of Employees, Outside Directors and Consultants with exceptional qualifications and (c)
linking Employees, Outside Directors and Consultants directly to sharcholder interests tﬂrough increased stock
ownership. The Plan seeks to achieve this purpose by providing for Awards in the form of Restricted Shares, Stock
Units, Options (which may constitute incentive stock options or nonstatutory stock optians) or stock appreciation
rights.

The Plan was previously amended effective as of November 15, 2004.| The Board adopted this
amended and restated Plan on September 22, 2007 conditioned on and subject to sharehq Ider approval, and it was
approved by the Company's shareholders on November 13, 2007 (the "2007 Restatement Date").

The Plan shall be govemed by, and construed in accordance with, the Jaws of the State of
California {except its choice-of-law provisions).

ARTICLE2  ADMINISTRATION.

2.1 Committee Composition. The Commitiee shall administer the Plan. The Committee
shall consist exclusively of two or more Directors of the Company, who shall be appoinfed by the Board. In
addition, the composition of the Committee shall satisfy:

(a) Such requirements as the Securities and Exchange Qommission may establish
for administrators acting under plans intended to qualify for exemption under Rule 16b-3 (or its successor) under the
Exchange Act; and

(b) Such requirements as the Intemal Revenue Service may establish for outside
directors acting under plans intended to qualify for exemption under section 162(m)(4)(t) of the Code.

22 Committee Anthority. Subject to the specific provisions and limitations of the Plan, and
Applicable Law, the Commitiee shall have the authority and power to (a) select the Emdloyees, Outside Directors
and Consultants who are to receive Awards under the Plan, (b) determine the type, number, vesting requirements,
performance conditions (if any) and their degree of satisfaction, and other features and onditions of such Awards,
(c) correct any defect, supply any omission, and reconcile any inconsistency in the Planlor any Award agreement,
(d) accelerate the vesting, or extend the post-termination exercise term, or waive restrictions, of Awards at any time
and under such terms and conditions as it deems appropriate, (¢) interpret the Plan and dny Award agreements, and
(f) make all other decisions relating to the operation of the Plan. The Committee may afiopt such rules or guidelines
as it deems appropriate to implement the Plan.

2.3 Commiittee for Non-Officer Grants. The Board may also qppoim a secondary
committee of the Board, which shall be composed of two or more Directors of the Company who need not satisfy
the requirements of Section 2.1. Such secondary committee may administer the Plan with respect to Employees and
Consultants who are not Officers or Directors of the Company, may grant Awards undef the Plan to such Employces
and Consultants and may determine all features and conditions of such Awards. Within! the limitations of this
Section 2.3, any reference in the Plan to the Committee shall include such secondary comnmittee.
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2.4 Scope of Discretion. On all matters for which the Plan confers the authority, right or
power on the Board, the Committee, or a secondary committee to make decisions, that body may make those
decisions in its sole and absolute discretion. Those decisions will be final, binding and conclusive. In making its
decisions, the Board, Committee or secondary committee need not treat all persons eligible to receive Awards, all
Participants, or al] Awards the same way. Notwithstanding anything herein to the contrary, and except as provided
in Section 17.2, the discretion of the Board, Committee or secondary commiitee is subject to the specific provisions
and specific limitations of the Plan, as well as all rights conferred on specific Participants by Award agreements and
other agreements entered into pursuant to the Plan.

2.5 Rules of Interpretation. Any reference to a "Section” or "Article," without more, is to 2
Section or Article of the Plan. Captions and titles are used for convenience in the Pian and shall not, by themselves,
determine the meaning of the Plan. Except when otherwise indicated by the context, the singular includes the plural
and vice versa. Any reference to a statute is also a reference to the applicable rules and regulations edopted under
that statute. Any reference 10 a statute, rule or regulation, or to a section of a statute, rule or regulation, is a
reference to that statute, rule, regulation, or section as amended from time to time, both before and after the
Effective Date and including any successor provisions.

2.6 Unfunded Pian. The Plan shall be unfunded. Although bockkeeping accounts may be
established with respect to Participants, any such accounts will be used merely as a convenience. The Company
shalt not be required to segregate any assets on account of the Plan, the grant of Awards, or the issuance of Common
Shares. The Company and the Committee shall not be deemed to be a trustee of stock or cash lo be awarded under
the Plan. Any obligations of the Company 10 any Participant shall be based solely upon contracts entered into under
the Plan. No such obligations shall be deemed to be secured by any pledge or other encumbrance on any assets of
the Company. Neither the Company nor the Committee shall be required to give any security or bond for the
performance of any such obligations.

2.7 Limitation of Liability. The Company (or members of the Board, Commitice or
secondary committee) shall not be liable to a Participant or other persons as to: (i) the non-issuance or sale of
Common Shares as to which the Company has been unable to obtain from any regulatory body having jurisdiction
the authority deemed by the Company's counsel to be necessary to the lawful issuance and sale of any Common
Shares hereunder; and (ii) any unexpected or adverse tax consequence realized by any Participant or other person
due 1o the grant, receipt, exercise or settlement of any Award granted hereunder.

2.8 Electronic Communications. Subject to compliance with Applicable Law and/or
regulations, an Award agreement or other documentation or notices relating to the Plan and/or Awards may be
communicated to Participants by electronic media,

ARTICLE 3 SHARES AVAILABLE FOR GRANTS.

3.0 Basic Limitation. Common Shares issued pursuant to the Plan shall be authorized but
unissued shares. The number of Common Shares reserved for issuance over the term of the Plan shall not exceed
5,559,527 Common Shares. Such reserve shall consist of (i) the number of Common Shares available for issuance,
as of the Effective Date, under the Prior Plans, plus (ii) those Common Shares issued under the Prior Plans that are
forfeited or repurchased at original cost by the Company afier the Effective Date, or that are issuable upon exercise
of options granted pursuant to the Prior Plans that expire or become unexercisable for any reason without having
been exercised in full after the Effective Date other than Prior Plan options cancelled pursuant 1o Section 3.4, plus
(i) an additional increase of 400,000 Common Shares approved by the Company's shareholders on the Effective
Date plus (iv) an additional increase of 1,000,000 Commaon Shares approved by the Company's shareholders en
November 15, 2004, plus (v) an additional increase of 1,300,000 Common Shares approved by the Company's
shareholders on or about November 13, 2007, minus the number of Common Shares corresponding to those Options
cancelled pursuant to Section 3.4 that were originally issued under the Plan. Subject to Section 3.3, any Common
Shares to which Options or SARs pertain shall be counted against the reserve as one (1) Common Share for every
one {1) Commeon Share subject to such Awards. Subject to Section 3.3 and Article 13, any Commeon Shares to
which Restricted Shares or Stock Units pertain shall be counted against the reserve as two (2) Common Shares for
every one (1) Common Share subject to such Awards. The maximum aggregate number of Common Shares that
may be issued under the Plan through ISOs is 5,559,527, The limitations of this Section 3.1 shall be subject to
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adjustment pursuant to Article 11. The number of Common Shares that are subject to Awards outstanding at any

time under the Plan shall not exceed the number of Common Shares which then remain available for issuance under
the Plan. The Company, during the term of the Plan, shall at all times reserve and keep available sufficient shares to
satisfy the requirements of the Plan.

32 Dividend Equivalents. Any dividend equivalents paid or credited under the Plan shall
not be applicd against the number of Common Shares available for Awards.

33 Additional Shares. If Common Shares issued upon the exercise of Options are forfeited,
then such Common Shares shall again become available for Awards under the Plan. If Restricted Shares arc
forfeited, then such Common Shares (multiplied by 2) shall again become available for 'Awards under the Plan.
Except as otherwise set forth in Section 3.4, if Options or SARs are forfeited or tcrminalt for any other reason
before being exercised, then the corresponding Common Shares shall again become available for Awards under the
Plan. Subject to Article 13, if Stock Units are forfeited or terminate for any other reason before being exercised,
then the corresponding Common Shares (multiplied by 2 to the extent the reserve undcrISection 3.1 was depleted on
a 2-for-1 basis with respect to such Stock Units) shall again become available for Awards under the Plan. Subject to
Article 13, if Stock Units are settled, then only the number of Common Shares (if any} ctually issued in setttement
of such Stock Units (multiplied by 2 to the extent the reserve under Section 3.1 was depleted ona 2-for-1 basis with
respect to such Stock Units) shall reduce the number available under Section 3.1 and thd balance shall again become
available for Awards under the Plan. If SARs are exercised, then only the number of C bmmon Shares (if any)
actually issued in settlement of such SARs shall reduce the number available under Seclion 3.1 and the balance shall
again become available for Awards under the Plan. The foregoing notwithstanding, the|aggregate number of
Common Shares that may be issued under the Plan upen the exercise of ISOs shall not be increased when Restricted
Shares or other Common Shares are forfeited. The provisions of this Section 3.3 shall be subject to adjustment
pursuant to Article 11.

34 Cancellation of Certain Options. If the Company's shareholders' approve this amended
and restated Plan, then such approval shall also constitute the requisite Company share older approval required
under Section 17.2 and the rules of the NASDAQ Stock Market for purposes of cancelljng the Options described on
Exhibit A. Any and all Common Shares underlying the Options cancelled under this Séction 3.4 shall not again
become available for Awards under the Plan.

ARTICLE4  ELIGIBILITY.

41 Incentive Stock Options. Only Employees who are commgn-law employees of the
Company, a Parent or a Subsidiary shall be eligible for the grant of [SOs.

4.2 Other Grants. Employees, Outside Directors and Consultapts, including prospective
Employees, Directors and Consultants conditioned on the beginning of their Service, s al] be eligible for the grant of
Restricted Shares, Stock Units, NSOs or SARs.

4.3 Section 162(m) Limitation.

(a) Options And SARs. Subject to the provisions of qlis section 4.3, for so long as
the Company is a "publicly held corporation” within the meaning of Section 162(m) ofjthe Cede: (i) no Employee
may be granted one or more SARs and Options within any fiscal year of the Company inder the Plan to purchase
more than 400,000 Common Shares under Options or to receive compensation calculated with reference to more
than that number of Common Shares under SARs, subject to adjustment pursuant to Article 11. If an Option or SAR
is cancelled without being exercised, that cancelled Option or SAR shall continue to be counted against the limit on
Awards that may be granted to any individual under this Section 4.3.

(b) Cash Awards And Stock Awards. Any Award initcndcd as "qualified
performance-based compensation” within the meaning of section 162(m) of the Code must vest or become
exercisable contingent on the achievement of one or more Objectively Determinable Pdrformance Conditions. The
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Committee shall have the discretion to determine the time and manner of compliance with section 162(m) of the
Code.

ARTICLES  OPTIONS.

5.1 Stock Option Agreement. Each grant of an Option under the Plan shall be evidenced by
a Stock Option Agreement between the Optionee and the Company. Such Option shall be subjcct to all applicable
terms of the Plan and may be subject to any other terms that are not inconsistent with the Plan. The Stock Option
Agreement shall specify whether the Option is an [SO or an NSO. The provisions of the various Stock Option
Agreements entered into under the Plan need not be identical. Options may be granted in consideration of a
reduction in the Opiionec's other compensation.

52 Number of Shares. Each Stock Option Agreement shall specify the number of Common
Shares subject to the Option and shall provide for the adjustment of such number in accordance with Article 11.

53 Exercise Price. Each Stock Option Agreement shall specify the Exercise Price; provided
that the Exercise Price under an Option shall in no event be less than 100% of the Fair Market Value of a Common
Share on the date of grant (and shall not be less than 110% of the Fair Market Value for an [SO granted to a Ten
Percent Shareholder).

54 Exercisability and Term. Each Stock Option Agreement shal) specify the date or event
when all or any installment of the Option is to become exercisable. The Stock Option Agreement shall also specify
the term of the Option; provided that the term of an 18O shall in no event exceed 10 years from the date of grant
(and shall not exceed 5 years from the date of grant for a Ten Percent Sharehoider). Notwithstanding any provision
in the Plan or any Award agreement lo the contrary, the maximum term of an Option (including 1SOs and those
Options awarded under Anticle 7) granted on or after the 2007 Restatement Date shall not exceed 6 years from the
date of grant. If an Optionee changes status from an Employee to a Consultant or Outside Director, that Optionee's
ISOs become NSQs if not exercised within the three-month period beginning with the Optionee's termination of
Secvice as an Employee for any reason other than the Optionee's death or disability (as defined in Section 22(¢) of
the Code). An ISO shall be treated as an NSQ if it remains exercisable after, and is not exercised within, the three-
month period described above. 1f an Optionee's Service terminates due to disability, any 1SO held by such Optionee
shall be treated as an NSQ if it remains exercisable after, and is not exercised within, one year after termination of
the Optionee's Service. A Stock Option Agreement may provide for accelerated exercisability in the event of the
Optionee's death, disability or retirement or other events and may provide for expiration prior to the end of its term
in the event of the termination of the Optionee's Service. Options may be awarded in combination with SARs, and
such an Award may provide that the Options will not be exercisable unless the related SARs are forfeited. No
Option granted to an individual who is subject to the overtime pay provisions of the Fair Labor Standards Act may
be exercised before the expiration of six months after the Grant Date.

55 Effect of Change in Control. The Committee may determine, at the time of granting an
Option or thereafter, that such Option shall become exercisable as to ali or part of the Common Shares subject to
such Option in the event that a Change in Control occurs with respect to the Company or in the event thal the
Optionee is subject to an Involuntary Termination after a Change in Control. In addition, acceleration of
exercisability may be required under Section 11.3.

5.6 Nonassignability of Options. Except as determined by the Committee, no Option shall
be assignable or otherwise transferable by the Participant except by will or by the laws of descent and distribution.
However, Options may be transferred and exercised in accordance with a Domestic Relations Order and may be
exercised by a guardian or conservator appointed to act for the Participant. No rights under an ISO may be
transferved by the Participant, other than to a trust where under section 671 of the Cede and other Applicable Law
the Participant is considered the sole beneficial owner of the Option while it is held in trust, or by will or the laws of
descent and distribution. The Company’s compliance with 2 Domestic Relations Order, or the exercise of an ISO by
a guardian or conservator appointed to act for the Participant, shall not violate this Section 5.6.

57 Substitute Options. The Board may cause the Company to grant Substitute Options in
connection with the acquisition by the Company or a Parent, Subsidiary or Affiliate of equity securities of any entity
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(including by merger, tender offer, or other similar transaction) or of alf or a portion of

the assets of any entity. Any

such substitution shall be effective on the effective date of the acquisition. Substitute Options may be NSOs or

ISOs. Unless and to the extent specified otherwise by the Board, Substitute Options sh
conditions as the options they replace, except that (subject to the provisions of Anticle

be Options to purchase Common Shares rather than equity securities of the granting ent

Exercise Price adjusted appropriately, as determined by the Board.

58
Optionee under all incentive stock option plans of the Company and its Parents or Subs
granted under the Plan, may not vest at a rate of more than § 100,000 in Fair Market Va

Limitation on [SOs. Options intended to be 150s that are gj

1l have the same terms and
1) Substitute Options shall
ty and shall have an

ranted to any single
diaries, including ISOs
lue of stock (measured on the

grant dates of the options) during any calendar year. For this purpose, an Option vesis Vith respect to a given
Common Share the first time its holder may purchase that Common Share, notwithstanding any right of the
Company to repurchase that Common Share. Unless the administrator of that option plan specifics otherwise in the
related agreement governing the option, this vesting limitation shall be applied by, to the extent necessary to satisfy

this $100,000 rule, treating certain stock options that were intended to be ISOs as NSO§

. The stock options or

portions of stock options to be reclassified as NSOs are those with the highest option prices, whether granted under
the Plan or any other equity compensation plan of the Company or any Parent, Subsidiary or Affiliate that permits

that treatment. This Section 5.8 shall not cause an ISO to vest before its original vestin
has already vested to cease to be vested.
ARTICLE 6 PAYMENT FOR OPTION SHARES.
6.1 General Rule. The entire Exercise Price of Common Share:
Options shall be payable in cash or cash equivalents denominated in U.S. dollars (exce

Committee for non-U.S. Employees or non-U.S. sub-plans) at the time when such Com
except as follows:

(a) In the case of an 1SO granted under the Plan, paym
pursuant to the express provisions of the applicable Stock Option Agreement. The Sto
specify that payment may be made in any form(s) described in this Article 6.

()] In the case of an NSO, the Committee may at any t

form(s) described in this Article 6.

6.2 Exercise/Sale. To the extent that this Section 6.2 is applica
Exercise Price and any withholding taxes may be paid by delivering (on a form preserit
irrevocable direction to a securities broker approved by the Company to sell all or part

ﬁ date or cause an ISO that

: issued upon exercise of
t as specified by the
on Shares are purchased,

nt shall be made only
k Option Agrecment may

me accept payment in any

Ele, all or any part of the
ed by the Company) an
bf the Common Shares being

purchased under the Plan and to deliver all or part of the sales proceeds to the Company; provided that to the extent

the Company would be deemed to extend or arrange for the extension of credit in the [
Optionee under the foregoing procedure, no Officer or Director may use the foregoing
Price.

6.3 Other Forms of Payment. To the extent that this Section §
part of the Exercise Price and any withholding taxes may be paid in any other form tha
Applicable Law, regulations and rules.

ARTICLE7 AUTOMATIC OPTION GRANTS TO OUTSIDE DIRECTORS

7.1 Annual Graats. Upon the conclusion of each reguilar annu

rm of a personal loan to an
rocedure to pay the Exercise

.3 is applicable, ali or any
is consistent with

1| meeting of the Company's

shareholders held in the year 2003 or thereafler, each Outside Director who will contin

he serving as a member of the

Board thereafier shall receive an NSO covering 18,000 Common Shares, except that such NSO shall not be granted
in a calendar year in which the same Outside Director holds a nonqualified stock optiofx issued with respect to Board
Service under a Prior Plan which is not fully vested upon the date of such annual mccti'ng. NSQs granted under this
Section 7.1 shall become exercisable in twelve (12) equal monthly installments over thk twelve-month period
commencing on the first monthly anniversary of the date of grant, with the last vesting!date being the first annual
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anniversary of the date of grant, subject to continuing Service. An Qutside Director who previously was an
Employee shall be eligible to receive grants under this Section 7.1.

7.2 Initial Grants. Each Quiside Director who first becomes a member of the Board after
the Effective Date shall receive a one-time grant of an NSO covering the number of Common Shares determined by
multiplying 1,500 by the whole number of months remaining until the next regular annual meeting of the Company's
shareholders, giving credit for any partial month. Such NSO shall be granted on the date when such Quiside
Director first joins the Board and shall become exercisable in equal monthly instaliments commencing on the first
monthly anniversary of the date of grant and ending on the date of such next annual meeting, with the last vesting
date being the date of such next annual meeting, subject to continuing Service. An Qutside Director who previously
was an Employee shall be eligible to receive a grant under this Section 7.2,

7.3 Replenishment Grants. Each Qutside Director who currently holds any nonqualified
stock option issued with respect to Board Service under a Prior Plan which was not fully vested upon the date of a
regular annual meeting of the Company's shareholders held in the year 2003 or thereafier, shall upon the date that all
such nonqualified options become fully vested, receive a one-time grant of an NSO covering the number of
Common Shares determined by multiplying 1,500 by the whole number of months remaining until the next regular
annual meeting of the Company's shareholders, giving credit for any partial month. Such NSO shall become
exercisable in equal monthly installments commencing on the first monthly anniversary of the date of grant and
ending on the date of such nex! annual meeting, with the last vesting date being the date of such next annua)
meeting, subject to continuing Service. An Qutside Director who previously was an Employee shall be eligible 1o
receive a grant under this Section 7.3.

74 Acceterated Exercisability. All NSOs granted to an Outside Director under this Article
7 shall also become exercisable in full in the event that:

(a) Such Outside Director's Service terminates because of death or total and
permanent disability; or

{(b) The Company is subject to a Change in Control before such Quitside Director's
Service terminates.

Acceleration of exercisability may also be required by Section 11.3.

7.5 Exercise Price. The Exercise Price under all NSOs granted to an Outside Director under
this Article 7 shall be equal to 100% of the Fair Market Value of a Commeon Share on the date of grant, payable in
one of the forms described in Sections 6.1, 6.2 and 6.3,

7.6 Term. All NSOs granted to an Qutside Director under this Article 7 shall terminate on
the earliest of (a) the 10th anniversary of the date of grant for NSOs granted prior to the 2007 Restatement Date, and
the 6th anniversary for NSOs granted on or after the 2007 Restatement Date, (b) the date three (3) months after the
termination of such Outside Director's Service for any reason other than death or total and permanent disability or
(c) the date twelve (12) months after the termination of such Quiside Director's Service because of death or total and
permanent disability.

ARTICLE 8 STOCK APPRECJATION RIGHTS.

8.1 SAR Agreement. Each grant of an SAR under the Plan shall be evidenced by an SAR
Agreement between the Optionee and the Company. Such SAR shall be subject to all applicable terms of the Plan
and may be subject to any other terms that are not inconsistent with the Plan, The provisions of the various SAR
Agreements entered into under the Plan need not be identical. SARs may be granted in consideration of a reduction
in the Optionee's other compensation,

8.2 Number of Shares. Each SAR Agreement shall specify the number of Common Shares
to which the SAR pertains and shall provide for the adjustment of such number in accordance with Article 11,

PROXY STATEMENT APPENDIX




83 Exercise Price. Each SAR Agreement shall specify the Exefcise Price. An SAR
Agreement may-specify an Exercise Price that varies in accordance with 2 predetermined formula while the SAR is
outstanding.

8.4 Exercisability and Term. Each SAR Agreement shall specify the date when all or any
installment of the SAR is to become exercisable. The SAR Agrecment shail also specif‘y the term of the SAR.
Notwithstanding any provision in the Plan or any Award agreement to the contrary, the maximum term of a SAR
granted on or afier the 2007 Restatement Date shall not exceed 6 years from the date of{grant. The grant or vesting
of an SAR may be made contingent on the achievement of performance conditions. AniSAR Agreement may
provide for accelerated exercisability in the event of the Optionee's death, disability or retirement or other events and
may provide for expiration prior to the end of its term in the event of the termination ofjthe Optionee's Service.
SARs may be awarded in combination with Options, and such an Award may provide that the SARs will not be
cxercisable unless the related Options are forfeited. An SAR may be included in an ISQ only at the time of grant but
may be included in an NSO at the time of grant or thereafter. An SAR granted under the Plan may provide that it
will be exercisable only in the event of a Change in Control.

8.5 Effect of Change in Control. The Committee may determihe, at the time of granting an
SAR or thereafter, that such SAR shall become fully exercisable as to all Common Shafes subject to such SAR in
the event that the Company is subject to a Change in Controt or in the event that the Otionee is subject to an
Involuntary Termination afier a Change in Control. In addition, acceleration of exercis ibility may be required under
Section 11.3,

8.6 Exercise of SARs. Upon exercise of an SAR, the Optionee (or any person having the
right to exercise the SAR after his or her death) shall receive from the Company (a) Conmon Shares, (b) cash or (c)
a combination of Common Shares and cash, as the Committee shall determine, over the period or periods sct forth in
the SAR Agreement. An SAR Agreement may place limits on the amount that may be paid over any specified
period or periods upon the exercise of an SAR, on an aggregate basis or as lo any Panis‘,ii)panl. The amount of cash
and/or the Fair Market Value of Common Shares received upon exercise of SARs shall%in the aggregate, be equal to

the amount by which the Fair Market Value (on the date of surrender) of the Common Shares subject to the SARs
exceeds the Exercise Price. If, on the date when an SAR expires, the Exercise Price unfler such SAR is less than the
Fair Market Value on such date but any portion of such SAR has not been exercised or|surrendered, then such SAR
shall automatically be deemed to be exercised as of such date with respect to such portion,

8.7 Nonassignability of SARs. Except as determined by the C{mmittce, no SAR shall be
assignable or otherwise transferable by the Participant except by will or by the laws of Hescent and distribution.
However, SARs may be transferred and exercised in accordance with a Domestic Relafions Order and may be
exercised by a guardian or conservator appoinied to act for the Participant.

88 Substitute SARs. The Board may cause the Company to grant Substitute SARs in
connection with the acquisition by the Company or a Parent, Subsidiary or Affiliate of l:quily securities of any entity
(including by merger, tender offer, or other similar transaction) or of all or a portion ofithe assets of any entity. Any
such substitution shall be effective on the effective date of the acquisition. Unless andjto the extent specified
otherwise by the Board, Substitute SARs shall have the same terms and conditions as the SARs they replace, except
that (subject to the provisions of Article 11) Substitute SARs shall be exercisable with fespect to the Fair Market
Value of Common Shares rather than equity securities of the granting entity and shall Be on terms that, as
determined by the Board in its sole and absolute discretion, properly reflect that substitution.

ARTICLE 9 RESTRICTED SHARES.

9.1 Restricted Stock Agreement. Each grant of Restricted Shires under the Plan shall be
evidenced by a Restricted Stock Agreement between the recipient and the Company. uch Restricted Shares shall
be subject to all applicable terms of the Plan and may be subject to any other terms tha} are not inconsistent with the
Plan. The provisions of the various Restricted Stock Agreements entered into under the Plan need not be identical.

9.2 Payment for Awards. Subject 10 the following sentence, Restricted Shares may be sold
or awarded under the Plan for such consideration as the Committee may determine, ind luding (without limitation)
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cash, cash equivalents, labor done, services actually rendered to the Company or for its benefit or in its
reorganization, debts or securities cancelled, tangible or intangible property actually received either by the Company
or a wholly-owned subsidiary, and promissory noles (provided the recipient is an Employee who is not a Director or
Officer at the time of grant). All cash and cash equivalents shall be dominated in U.S. dollars except as specified by
the Committee for non-U.S. Employees or non-U.S. sub-plans.

93 Vesting Conditions. Each Award of Restricted Shares may or may not be subject to
vesting. Vesting shall occur, in full or in instaliments, upon satisfaction of the conditions specified in the Restricted
Stock Agreement. The Committee may include among such conditions the achievement of Objectively
Determinable Performance Conditions. In no event shall the number of Restricted Shares which are subject to
performance-based vesting conditions and which are granted to any one Participant in any single fiscal year of the
Company exceed 100,000, subject 1o adjusitnent in accordance with Anticle 11. A Restricted Stock Agreement may
provide for accelerated vesting in the event of the Participant's death, disability or retirement or other events. The
Commitice may determine, at the time of granting Restricted Shares or thereafier, that all or part of such Restricted
Shares shall become vested in the event that a Change in Control occurs with respect to the Company or in the event
that the Participant is subject to an Involuntary Termination afler a Change in Control.

94 Voting and Dividend Rights. The holders of Restricted Shares awarded under the Plan
shall have the same voting, dividend and other rights as the Company's other shareholders. A Restricted Stock
Agreement, however, may require that the holders of Restricted Shares invest any cash dividends recgived in
additional Restricted Shares. Such additional Restricted Shares shall be subject to the same conditions and
restrictions as the Award with respect to which the dividends were paid.

9.5 Nonassignability of Restricted Shares. Except as determined by the Commiitee, no
Restricted Shares shall be assignable or otherwise transferable by the Participant except by will or by the laws of
descent and distribution until such time as the Restricted Shares have vested. Notwithstanding anything to the
contrary herein, Restricted Shares may be transferred and exercised in accordance with a Domestic Relations Order.

9.6 Substitute Restricted Shares. The Board may cause the Company to grant Substitute
Restricted Shares in connection with the acquisition by the Company or a Parent, Subsidiary or Affiliate of equity
securities of any entity (including by merger) or all or a portion of the assets of any entity. Unless and to the extent
specified otherwise by the Board, Substitute Restricted Shares shall have the same terms and conditions as the
restricted shares they replace, except that (subject to the provisions of Article 11) Substitute Restricted Shares shall
be Common Shares rather than equity securilics of the granting entity and shall be on terms that, as determined by
the Board in its sole and absolute discretion, properly refiect the substitution. Any such Substituted Restricted
Shares shalt be granted effective on the effective date of the acquisition.

ARTICLE 10 STOCK UNITS.

10.1 Stock Unit Agreement. Each grant of Stack Units under the Plan shall be evidenced by
a Stock Unit Agreement between the recipient and the Company. Such Stock Units shail be subject to all applicable
terms of the Plan and may be subject to any other terms that are not inconsistent with the Plan. The provisions of
the various Stock Unit Agreements entered into under the Plan need not be identical. Stock Units may be granted in
consideration of a reduction in the recipient’s other compensation,

10.2 Payment for Awards. To the extent that an Award is granted in the form of Stock Units,
no cash consideration shall be required of the Award recipients,

103  Vesting Conditions. Each Award of Stock Units may or may not be subject 10 vesting.
Vesting shall occur, in full or in installments, upon satisfaction of the conditions specified in the Stock Unit
Agreement. The Committee may include among such conditions the achievement of Objectively Determinable
Performance Conditions. 1n no event shall the number of Stock Units which are subject to performance-based
vesting conditions and which are granted to any one Participant in any single fiscal year of the Company exceed
100,000, subject to adjustment in accordance with Article 11. A Stock Unit Agreement may provide for accelerated
vesting in the event of the Participant's death, disability or retirement or other events. The Committee may
determine, at the time of granting Stock Units or thereafter, that all or part of such Stock Units shall become vested




in the event that the Company is subject to a Change in Control or in the event that the Iarticipant is subject to an
Involuntary Termination after a Change in Control. In addition, acceleration of vesting may be required under
Section 11.3.

104  Voting and Dividend Rights. The holders of Stock Units shall have no voting rights.
Prior to settlement or forfeiture, any Stock Unit awarded under the Plan may, al the Corpmittee's discretion, carry
with it a right to dividend equivalents. Such right entitles the holder to be credited withfan amount equal to all cash
dividends paid on one Common Share while the Stock Unit is outstanding. Dividend ¢ uivalents may be converted
into additional Stock Units. Settlement of dividend cquivalents may be made in the forin of cash, in the form of
Common Shares, or in a combination of both, as determined by the Committee. Prior to distribution, any dividend
equivalents that are not paid shall be subject to the same conditions and restrictions as the Stock Units to which they
attach.

10.5 Form and Time of Settlement of Steck Units. Settlement of vested Stock Units may be
made in the form of (a) cash, (b) Common Shares or (c) any combination of both, as determined by the Committee,
over the period or periods established by the Committee. A Stock Units Award may place limits on the amount that
may be paid over any specified period or periods, on an aggregate basis or as to any Pa icipant. The actual number
of Stock Units eligible for settlement may be larger or smaller than the number included in the original Award,
based on performance criteria. Methods of converting Stock Units into cash may incluge (without limitation) a
method based on the average Fair Market Value of Common Shares over a series of trafling days. Distribution on
settlement may occur or commence when all vesting conditions applicable to the Stock] Units have been satisfied or
have lapsed, or it may be deferred 10 any later date. The amount of a deferred distribut{on may be increased by an
interest factor or by dividend equivalents. Until an Award of Stock Units is settled, the number of such Stock Units
shall be subject 10 adjustment pursuant to Anticle 11.

106  Death of Recipient. Any Stock Units Award that becomes payable after the recipient’s
death shall be distributed to the recipient's beneficiary or beneficiaries. Each recipient of a Stock Units Award under
the Plan shall designate one or more beneficiaries for this purpose by filing the prescribed form with the Company.
A beneficiary designation may be changed by filing the prescribed form with the Company at any time before the
Award recipient's death. If no beneficiary was designated or if ne designated beneficiary survives the Award
recipient, then any Stock Units Award that becomes payable afier the recipient’s deathihall be distributed to the
recipient's cstate.

10.7  Creditors' Rights. A bolder of Stock Units shall have no nights other than those ofa
general creditor of the Company. Stock Units represent an unfunded and unsecured ol:lligation of the Company,
subject to the terms and conditions of the applicable Stock Unit Agreement.

10.8  Nonassignabllity of Stock Units. Except as determined by the Committee, no Stock
Units Award shall be assignable or otherwise transferable by the Participant except byjwill or by the laws of descent
and distribution. Notwithstanding anything to the contrary herein, Stock Units Awardg may be transferred and
exercised in accordance with a Domestic Relations Order.

109  Substitute Stock Units. The Board may cause the Company to grant Substitute Stock
Units in connection with the acquisition by the Company or a Parent, Subsidiary or Alfiliate of equity securities of
any entity (including by merger) or all or a portion of the assets of any entity. Unless pnd to the extent specified
otherwise by the Board, Substitute Stock Units shall have the same terms and conditiops as the stock units they
replace, except that (subject to the provisions of Article 11) Substitute Stock Units shall be setiled with respect to the
Fair Market Value of the Common Shares rather than equity securities of the granting entity and shall be on terms
that, as determined by the Board in its sole and absolute discretion, properly reflect the substitution.

ARTICLE 11 PROTECTION AGAINST DILUTION.

1.1 Adjustments. In the event of a subdivision of the outstand ing Common Shares, a
declaration of a dividend payable in Common Shares or a combination or consolidatidn of the outstanding Common
Shares (by reclassification or otherwise) into a lesser number of Common Shares, corresponding proportionate
adjustments shall automatically be made in each of the following:
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(a) The number of Common Shares reserved for issuance over the term of the Plan
as set forth under Section 3.1, and the number of Common Shares underlying the Stock Options cancelled pursuant
to Section 3.4 and not returning to the Plan;

(b) The number of Options, SARs, Restricted Shares and Stock Units available for
future Awards under Anicle 3;

(c) The number of Common Shares covered by automatic grants pursuant to
Sections 7.1, 7.2 and 7.3;

(d) The limitations set forth in Sections 4.3(a), 9.3 and 10.3;
(e) The number of Common Shares covered by each outstanding Option and SAR;
(N The Exercise Price under cach outstanding Option and SAR; or

(g) The number of Stock Units included in any prior Award that has not yet been
settled.

[n the event of a declaration of an extraordinary dividend payable in a form other than Common Shares in an amount
that has a material effect on the price of Common Shares, a recapitaiization, a spin-off or a similar occurrence, the
Committee shall make such proportionate adjustments as it, in its sole discretion, deems appropriate in one or more
of the foregoing. Except as provided in this Ariicle 11, a Participant shail have no rights by reason of any issuance
by the Company of stock of any class or securities convertible into stock of any class, any subdivision or
consolidation of shares of stock of any class, the payment of any stock dividend or any other increase or decrease in
the number of shares of stock of any class. Any adjustment of Common Shares pursuant to this Section 11.1 shall
be rounded down 1o the nearest whole number of Common Shares. Under no circumstances shall the Company be
required to authorize or issue fractional shares and no consideration shall be provided as a result of any fractional
shares not being issued or authorized.

1.2 Dissclution or Liguidation. To the extent not previously exercised or settled, Options,
SARs, and Stock Units shall terminate immediately prior to the dissolution or liquidation of the Company.

1.3 Reorpanizations. In the event that the Company is a party to a merger or other
reorganization, outstanding Awards shall be subject to the agreement of merger or reorganization. Such agreement
may provide for (a) the continuation of the outstanding Awards by the Company, if the Company is a surviving
corporation, (b) the assumption of the outstanding Awards by the surviving corporation or its parent or subsidiary,
(c) the substitution by the surviving corporation or its parent or subsidiary of its own awards for the outstanding
Awards, (d) full exercisability or vesting and accelerated expiration of the outstanding Awards, or (e} settlement of
the full value of the outstanding Awards in cash or cash equivalents followed by cancellation of such Awards. In the
event of a Divestiture, the Beard may, but nced not, direct that one or more of the foregoing actions be taken with
respect to Awards held by, for example, Employees, Outside Directors or Consultants for whom the transaction or
event resulted in a termination of Service. The Board need not adopt the same rules for cach Award or Participant.

ARTICLE 12 DEFERRAL OF AWARDS,
The Committee (in its sol¢ discretion) may permit or require a Participant to:
(a) Have cash that otherwise would be paid to such Panicipant as a result of the
exercise of an SAR or the setttement of Stock Units credited 1o a deferred compensation account ¢stablished for

such Participant by the Committec as an entry on the Company's books;

(b Have Common Shares that otherwise would be delivered to such Participant as a
result of the exercise of an Option or SAR converted into an equal number of Stock Units; or
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{c) Have Common Shares that otherwise would be deliyered to such Participant as a
result of the exercise of an Option or SAR or the settlement of Stock Units converted info amounts credited to a
deferred compensation account established for such Participant by the Committee as an{entry on the Company’s
books. Such amounts shall be determined by reference to the Fair Market Value of such Common Shares as of the
date when they otherwise would have been delivered to such Panticipant.

A deferred compensation account established under this Artitle 12 may be credited with
interest or other forms of investment return, as determined by the Commitiee. A Participant for whom such an
account is established shall have no rights other than those of a general creditor of the Gompany. Such an account
shall represent an unfunded and unsecured obligation of the Company and shall be subject to the terms and
conditions of the applicable agreement between such Participant and the Company. If ltu: deferral or conversion of
Awards is permitted or required, the Committee (in its sole discretion) may establish rues, procedures and forms
pertaining to such Awards, including (without limitation) the settlement of deferred corppensation accounts
established under this Arnticle 12,

Any and all arrangements under this Article 12 must comply with the rules and requirements of
Section 409A of the Code including, without limitation, the requirements for the timing of deferral elections and the
Delay In Payments to Specified Employees.

ARTICLE 13 AWARDS UNDER OTHER PLANS.

The Company may grant awards under other plans or programs. Such awards may be settled in
the form of Common Shares issued under the Plan. Such Common Shares shall be treated for all purposes under the
Plan like Common Shares issued in setitement of Stock Units and shall, when issued, reduce the number of
Common Shares available under Article 3. Notwithstanding the foregoing, Common Shares issued pursuant to this
Article 13 shall be counted against the Plan reserve as one (1) Common Share to the extent such shares are issued in
respect of awards under other plans or programs that have substantially similar terms apd conditions to Options or
SARs granted under the Plan, including, with respect to stock options or equivalent sedurities, an exercise price at
Jeast equal to the fair market value of the securilies for which the stock option or equivalent security is cxercisable,
measured at the date of grant.

ARTICLE 14 PAYMENT OF DIRECTORS' FEES IN SECURITIES.

14.1 Effective Date. No provision of this Article 14 shali be effective unless and until the
Board has determined to implement such provision.

14.2 Elections to Recelve NSOs, Restricted Shares or Stock Units. An Ouiside Director
may elecl to receive his or her annual retainer payments and/or meeting fees from the Company in the form of cash,
NSOs, Restricted Shares or Stock Units, or a combination thereof, as determined by thg Board. Such NSOs,
Resiricted Shares and Stock Units shall be issued under the Plan. An election under this Article 14 shall be filed
with the Company on the prescribed form.

14.3 Number and Terms of NSOs, Restricted Shares or Stock Units. The number of
NSOs, Restricted Shares or Stock Units to be granted to Outside Directors in lieu of annual retainers and meeting
fees that would otherwise be paid in cash shall be calculated in & manner determined h'y the Board. The Board shal}
also determine the terms of such NSOs, Restricted Shares or Stock Units.

ARTICLE t5 LIMITATION ON RIGHTS.

15.1 Retention Rights. Neither the Plan nor any Award granlc(il under the Plan shall be
deemed to give any individual a right to remain an Employee, Outside Director or Consuhtant. The Company and its
Parcnts, Subsidiaries and Affiliates reserve the right to terminate the Service of any Employee, Ouiside Director or
Consultant at any time, with or without cause, subject to Applicable Law, the Company's articles of incorporation
and by-laws and a written employment agreement (if any).
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5.2 Shareholders’ Rights. A Participant shall have no dividend rights, voting rights or other
rights as a shareholder with respect to any Common Shares covered by his or her Award prior to the time when a
stock certificate for such Common Shares is issued or, if applicable, the time when he or she becomes entitled to
receive such Common Shares by satisfying all requirements for exercise at a time when the Company is obligated to
deliver such Common Shares under the terms of the Award agreement and this Plan. No adjustment shall be made
for cash dividends or other rights for which the record date is prior to such time, except as expressly provided in the
Plan.

153 Regulatory Requirements. Any other provision of the Plan notwithstanding, the
obligation of the Company to issue Common Shares under the Plan shall be subject to all Applicable Law. The
Company reserves the right 1o restrict, in whole or in part, the delivery of Common Shares pursuant to any Award
prior to the satisfaction of all Applicable Law relating to the issuance of such Common Shares, to their registration,
qualification or listing or to an exemption from registration, qualification or listing.

154  Code Section 409A. Notwithstanding anything in the Plan to the contrary, the Plan and
Awards granted hereunder are intended to comply with the requirements of Code Section 409A and shall be
interpreted in a manner consistent with such intention.

ARTICLE 16 WITHHOLDING TAXES.

16.1  General. To the extent required by Applicable Law, a Participant or his or her successor
shall make arrangements satisfactory 10 the Company for the satisfaction of any withholding tax obligations that
arise in connection with the Plan, The Company shall not be required to issue any Common Shares or make any
cash payment under the Plan until such obligations are satisfied.

16.2  Share Withholding. To the extent that Applicable Law subjects a Participant to tax
withholding obligations, the Commitice may establish procedures that may permit such Participant to satisfy all or
part of such obligations by having the Company withhold all or a portion of any Common Shares that otherwise
would be issued to him or her or by surrendering all or a portion of any Common Shares that he or she previously
acquired. Such Common Shares shall be valued at their Fair Market Value on the date when they are withheld or
surrendered.

ARTICLE 17 FUTURE OF THE PLAN,

17.1  Term of the Plan. The Plan became effective on the Effective Date. The Plan, as
amended or restated from time to time, shall remain in effect until it is terminated under Section 17.2, except that no
ISOs shall be granted on or after the 10th anniversary of the later of (a) the date when the Board originally adopied
the Plan or {b) the date when the Board adopted the most recent increase in the number of Common Shares available
under Article 3 that was approved by the Company's shareholders.

172  Amendment or Termination. The Board may, at any time and for any reason, amend or
terminate the Plan. An amendment of the Plan shall be subject to the approval of the Company's shareholders only
to the extent required by Applicable Law. No Awards shall be granted under the Plan afler the termination thereof.
The termination of the Plan; or any amendmenit thereof, shall not impair the rights of any Participant under any
Award previously granted under the Plan unless the Participant consents to such amendment. The Board or the
Commitiee may amend the terms of any existing Award, prospectively or retroactively, but no such amendment
shall impair the rights of any Participant unless the Participant consents to such amendment. The Board or the
Commitiee may not amend the terms of any Option or SAR to reduce the Exercise Price (except pursuant to Article
11), or cancel any Option or SAR and grant a new Option or SAR with a lower Exercise Price such that the effect
would be the same as reducing the Exercise Price, without the appraval of the Company's shareholders.
Notwithstanding anything herein to the contrary, no consent of a Participant shall be required if the Board
determines, in its sole and absolute discretion, that the amendment, suspension, termination, or medification: (a) is
required or advisable in order for the Company, the Plan or the Award to satisfy Applicable Law, to meet the
requirements of any accounting standard or to avoid any adverse accounting treatment, or (b) in connection with any
transaction or event described in Article L1, is in the best interests of the Company or its shareholders. The Board
may, but need not, take the lax or accounting consequences to atfected Participants into consideration in acting




under the preceding sentence. Those decisions shall be final, binding and conclusive. Termination of the Plan shall
not affect the Committee's ability to exercise the powers granted to it under the Plan with respect to Awards granted
before the termination notwithstanding that Awards become exercisable or are to be settled after the termination.

ARTICLE 18 LIMITATION ON PAYMENTS.
18.1  Scope of Limitation. This Article 18 shall apply to an Award only if.

(2) The after-tax value of such Award to the Participant, taking into account the
effect of all federal, state and local income taxes, employment taxes and excise taxes applicable to the Participant
(including the excise tax under section 4999 of the Code), will be greater after the applitation of this Anticle 18 than
it was before the application of this Article 1§; or

{b) The Committee, at the time of making an Award under the Plan or at any time
thereafter, specifies in writing that such Award shall be subject to this Article 18 (regart'llcss of the after-tax value of
such Award to the Participant).

If this Article 18 applies to an Award, it shall supersede any contrary provision of the Pjan or of any Award granted
under the Plan.

18.2 Basic Rule. In the event that any payment or transfer by the Company under the Plan to
or for the benefit of a Panticipant (a "Payment") would be nondeductible by the Company for federal income tax
purposes because of the provisions concerning "excess parachute payments” in section 280G of the Code, after
1aking into account all other "excess parachute payments,” including any reductions of fuch payments to avoid
excise taxes under section 4999 of the Code, then the aggregate present value of all Payments shall be reduced (but
not below zero) to the Reduced Amount. For purposes of this Article 18, the "Reduced Amount" shall be the
amount, expressed as a present value, which maximizes the aggregate present value of the Payments without causing
any Payment to be nondeductible by the Company because of section 280G of the Cods.

183  Reduction of Payments. If any Payment would be nondedjctible by the Company
because of section 280G of the Code, then the Company shall promptly give the Participant notice to that effect and
a copy of the detailed calculation thereof and of the Reduced Amount, and the Participant may then elect, in his or
her sole discretion, which and how much of the Payments shall be eliminated or reduced {as long as after such
election the aggregate present value of the Payments equals the Reduced Amount) and shall advise the Company in
writing of his or her election within 10 days of receipt of notice. 1f no such ¢lection is made by the Participant
within such 10-day period, then the Company may elect which and how much of the Payments shall be eliminated
or reduced (as long as afier such election the aggregate present value of the Payments Jquals the Reduced Amount)
and shall notify the Participant promptly of such election. For purposes of this Aniclell 8, present value shall be
determined in accordance with section 280G(d)(4) of the Code, All determinations ma.'de by the Company under
this Article 18 shall be made within 60 days of the date when a Payment becomes payable or transferable and would
otherwise be nondeductible to the Company. As promptly as practicable following sudh determination and the
elections hereunder, the Company shall pay or transfer to or for the benefit of the Partitipant such amounts as are
then due 10 him or her under the Plan and shall promptly pay or transfer to or for the benefit of the Participant in the
future such amounts as become due to him or her under the Plan.

18.4 Related Corporations. For purposes of this Article 18, the term "Company" shall
include affiliated corporations in accordance with section 280G{d)(5) of the Code.

ARTICLE 19 DEFINITIONS.

19.1 "Affillate” mcans any entity other than a Subsidiary, if the Company and/or one or more
Subsidiaries own not less than 50% of such entity.

19.2  "Applicable Law" means any and all laws of whatever jun’ﬁ:iiction, within or without the
United States, and the rules of any stock exchange or quotation system on which Common Shares are listed or
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quoted, applicable to the taking or refraining from taking of any action under the Plan, including the administzation
of the Plan and the issuance or transfer of Awards.

19.3  "Award" means any award of an Option, an SAR, a Restricied Sharc or 2 Stock Unit
under the Plan.

194  "Board" means the Company's Board of Directors, as constituted from time to time.

9.5  "Cause" means (a) acts or omissions constituting gross negligence, recklessness or

willful misconduct with respect to the Participant's obligations or otherwise relating to the business of the Company;
(b) the Participant's material breach of a written agreement between the Participant and the Company (or a Parent,
Subsidiary or Affiliate); (c) conviction or entry of a plea of nolo contendere for fraud, misappropriation or
embezzlement, or any felony or crime of moral turpitude; (d) dishonesty or involvemnent in any conduct that
adversely affects the Company's name or public image or is otherwise detrimental 1o the Company's business
interests; (€) willful neglect of duties; or () unauthorized use or disclosure of the confidential information or trade
secrets of the Company, which use or disclosure causes material harm to the Company. The foregoing, however,
shall not be deemed an exclusive list of all acts or omissions that the Company (or the Parent, Subsidiary or Affiliate
employing the Participant) may consider as grounds for the discharge of the Participant without Cause. The
Commitiee shall be entitled to determine "Cause” based on the Committee's good faith belief.

19.6  "Change in Control" means:

(a) The consummation of a merger or consolidation of the Company with or into
another entity or any other corporate reorganization, if persons who were not sharcholders of the Company
immediately prior to such merger, consolidation or other reorganization own immediately after such merger,
consolidation or other reorganization 50% or more of the voting power of the outstanding securities of each of (i) the
continuing or surviving cniity and (ii) any direct or indirect parent corporation of such continuing or surviving
entity;

(b) The sale, transfer or other disposition of all or substantially all of the Company's
assets,

(c) A change in the composition of the Board over a period of thirty-six (36) months
or less such that a2 majority of the Board members (rounded up to the next whole number) ceases, by reasen of one
or more contested elections for Board membership, to be comprised of individuals who are Continuing Directors;

(d) Any transaction as a result of which the direct or indirect acquisition by any
person or related group of persons (other than an acquisition from or by the Company ot by a Company-sponsored
employee benefit plan or by a person that directly or indirectly controls, is controlled by, or is under common
control with, the Company) of beneficial ownership (within the meaning of Rule 13d-3 of the Exchange Act) of
securities possessing more than fifty percent {50%) of the total combined voting power of the Company's
outstanding securities pursuant to a tender or exchange offer made directly to the Company's sharcholders which a
majority of the Continuing Directors who are not affiliated with the ofTeror do not recommend such shareholders
accept; or

(e A Divestiture; provided that a Divestiture shall be a Change in Control only to
the extent that the Board determines that such Divestiture constitutes a Change in Control, and then only for those
Participants for whom the Board has expressly resolved that such Divestiture constitutes a Change in Control for
such Participants. In making such determination, the Board need not adopt the same rules for each Award or
Participant.

A transaction shall not constitute a Change in Control if its sole purpose is to change the state of the Company's
incorporation or 1o create a holding company that will be owned in substantially the same proportions by the persons
who held the Company's secunities immediately before such transaction. The Comminee shall determine whether an
event shall be treated as a Change of Control.
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19.7  "Code" means the Internal Revenue Code of 1986, as amended.

19.8 "Committee" means a committee of the Board, as described [in Article 2.
199  "Commen Share" means one share of the common stock of the Company.
19.10 "Company” means Overland Storage, Inc., a California corporation.

19.11  "Consultant” means a consultant or adviser who provides bgna fide services to the
Company, a Parent, a Subsidiary or an Affiliate as an independent contractor.

19.12 "Confinuing Directors” means members of the Board who ¢ither (i) have been Board
members continuously for a period of at least thirty-six (36) months or {ii) have been Board members for less than
thirty-six (36) months and were clected or nominated for election as Board members byjat least a majority of the
Board members described in clause (i} who were still in office at the time such electionjor nomination was approved
by the Board.

19.13  "Delay In Payments to Specified Employees" mcans if a Pprticipant is a "specified
employee” (as defined under Code Section 409A) on separation from service, to the extent any Award or
arrangement needs 1o comply with Code Section 409A, then certain payments may be delayed and not be paid
during the first six months following the separation from service but will instead be paid on the carlier of the first
business day of the 7* month following the separation from service, or the Participant's death.

19.14 "Divestiture"” means a transaction or event where the Company or a Parent, Subsidiary or
Affiliate sclls or otherwise transfers its equily securities to a person or entity other thanjthe Company or a Parent,
Subsidiary or Affiliate, or leases, exchanges or transfers all or any portion of iis assets to such a person or cntity,
where the Board specifies that such transaction or event constitutes a “Divestiture.”

19.15 "Domestic Relations Order" means a "domestic relations o'rdcr“ as defined in, and
otherwise meeting the requirements of, section 414(p) of the Code, except that reference 1o a "plan® in that
defmition shall be to the Plan.

19.16 "Director” means a member of the Board of Directors of the Company.

19.17 "Effective Date” means the earliest date on which the Plan has been adopted by the
Board and approved by the Company's shareholders.

19.18 "Employee" means 2 common law employce of the Company, a Parent, a Subsidiary or
an Affiliate. Notwithstanding the foregoing, individuals who are classified by the Con?;any or a Parent, Subsidiary
or Affiliate as (i) leased from or otherwise employed by a third party, (ii) independent ¢ontractors, or (iii)
intermiltent or temporary workers, shall not be deemed Empioyees. The Company's oxj| a Parent's, Subsidiary's or
Affiliate’s classification of an individual as an "Employee” (or as not an "Employee”) fpr purposes of the Plan shall
not be aliered retroactively even if that classification is changed retroactively for anothgr purpose as a result of an
audit, litigation or otherwise. A Participant shall not cease to be an Employee due to rpnsfers between locations of
the Company, or among the Company and a Parent, Subsidiary or Affiliate, or to any sticcessor to the Company or a
Parent, Subsidiary or Affiliate that assumes an Optionee's Options under Section | 1.3. |Neither servicc as a Director
nor receipt of a director's fee shall be sufficient to make a Director 2n "Employee.”

19.19 "Exchange Act” means the Securities Exchange Act of 1934, as amended.

19.20 "Exercise Price,” in the case of an Option, means the amoupt for which one Common
Share may be purchased upon exercise of such Option, as specified in the applicable Sfock Option Agreement.
"Exercise Price,” in the case of an SAR, means an amount, as specified in the applicable SAR Agreement, which is
subtracted from the Fair Markel Value of one Common Share in determining the amount payable upon exercise of
such SAR.
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19.21  "Fair Market Value" means the market price of Common Shares, determined by the
Committee in good faith on such basis as it deems appropriate. Whenever possible, the determination of Fair
Market Value by the Committee shall be based on the prices reported in The Wall Street Journal. Such
determination shal) be conclusive and binding on all persons.

19.22  "Involuntary Termination" means the termination of the Participant's Service by reason
of:

(a) The involuntary discharge of the Participant by the Company (or the Parent,
Subsidiary or Affiliate employing him or her) for reasons other than Cause; or

(b) The volumary resignation of the Panticipant following (i) a material adverse
change in his or her title, siarure, authority or responsibilities with the Company (or the Parent, Subsidiary or
Affiliate employing him or her), (i) a material reduction in his or her base salary or (iii} receipt of notice that his or
her principal workplace will be relocated by more than 90 miles.

19.23  "ISO" means an incentive stock option described in section 422(b) of the Code.
19.24  "NSO" means a stock option not described in sections 422 or 423 of the Code.

19.25 "Objectively Determinable Performance Condition” shall mean a performance
condition (i) that is established (A) at the time an Award is granted or (B} no later than the earlier of (1) 90 days
afier the beginning of the period of Service 10 which it relates, or (2) before the clapse of 25% of the period of
Service to which it relates, (ii) that is uncertain of achievement at the time it is established, and (iii) the achievement
of which is determinable by a third party with knowledge of the relevant facts. Examples of measures that may be
used in Objectively Determinable Performance Conditions include net order dollars, net profit dollars, net profit
growth, net revenue dollars, profivloss or profit margin, operating profit, net operating profit, operating margin,
working capital, sales or revenue, revenue growth, gross margin, cost of goods sold, individual performance, cash,
accounts receivables, write-offs, cash flow, liquidity, income, nel income, operating income, nel operaling income,
earnings, eamings before interest, taxes, depreciation and/or amortization, earnings per share, growth in earnings per
share, price/earnings ratio, debt or debt-to-equity, economic value added, assets, return on assets, retum on equity,
stock price, shareholders' equity, total shareholder return, including stand-alone or relative to a stock market or pcer
group index, return on capital, return on assets or nel assets, return on investment, return on operating revenue, any
other financial objectives, objective customer satisfaction indicators and efficiency measures, operations, research or
related milestones, intellectual property {e.g., patents), product development, site, plant or building development,
internal controls, policies and procedures, information technology, human resources, corperate governance, business
development, market share, strategic alliances, licensing and partnering, contract awards or backlog, expenses,
overhead or other expense reduction, compliance programs, legal matters, accounting and reporting, credit rating,
strategic plan development and implementation, mergers and acquisitions and divestitures, financings. management,
improvement in workforce diversily, or any similar criteria, each with respect to the Company and/or a Parent,
Subsidiary or Affiliate, and/or an individual business unit.

19.26  "Officer" means an ofTicer of the Company as defined in Rule 16a-1 adopted under the
Exchange Act.

19.27  "Option" means an ISO or NSO granted under the Plan and entitling the holder to
purchase Common Shares.

1928 "Optionee” means an individual or estate who holds an Option or SAR.
19.29  "Qutside Director” means 2 member of the Board who is not an Employce.
19.30  "Parent” means any corporation (other than the Company) in an unbroken chain of

corporations ending with the Company, if each of the corporations other than the Company owns stock possessing
50% or more of the total combined voting power of all classes of stock in one of the other corporations in such
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chain. A corporation that attains the status of a Parent on a date after the adoption of thé Plan shall be considered a

Parent commencing as of such date.

19.31

"Participant" means (i) a person to whom an Award has been granted, including a holder

of a Substitute Award; or (ii) a person to whom an Award has been transferred in accordance with the applicable

requirements of Sections 5.6, 8.7, 9.5, or 10.8

19.32  "Plan" means this Overland Storage, Inc. 2003 Equity Incentive Plan, as amended from
time to time.

19.33  "Prior Plans" means the Company's 1995 Stock Option Plan, 1997 Executive Stock
Option Plan, 2000 Stock Option Plan, and 2001 Supplemental Stock Option Plan, each as in effect on the Effective
Date.

19.34  "Restricted Share" means a Common Share awarded pursugnt to Article 9 of the Plan.

19.35 "Restricted Stock Agreement"” means the agreement between the Company and the
recipient of a Restricted Share that contains the terms, conditions and restriclions pertaining to such Restricted
Share.

19.36  "SAR" means a stock appreciation right granted under the Plan.

19.37 "SAR Agreement" mcans the agreement between the Company and an Optionee that

contains the terms, conditions and restrictions pertaining to his or her SAR.

19.38  "Service" means service as an Employee, Qutside Director o
otherwise determined by the Committee or otherwise provided in the Plan or Award a

r Consultant. Unless
ement, Service shall

continue notwithstanding a change in status from an Employee, Consultant or Outside Director to another such
status. An event that causcs a Parent, Subsidiary or Affiliate to cease having status as alParent, Subsidiary or
AfTiliate shall be deemed to discontinue the Service of that entity's Employees, Outside [Directors and Consultants
unless such persons retain the status of Employee, Ouiside Director or Consuliant of the Company or a remaining

Parent, Subsidiary or Affiliate.

19.39  “Stock Option Agreement" means the agreement berween
Optionee that contains the terms, conditions and restrictions pertaining to his or her Opt

19.40  “Stock Unit" means a bookkeeping entry representing the eg
Share, as awarded under the Plan.

19.41  "Stock Unit Agreement" means the agreement between the
of Stock Units that contains the terms, conditions and restrictions pertaining to such Sto

19.42  “Subsidiary” means any corporation {(other than the Compar,
corporations beginning with the Company, if each of the corporations other than the las
chain owns stock possessing 50% or more of the totat combined voting power of all cla
other corporations in such chain. A corporation that attains the status of a Subsidiary or
the Plan shall be considered a Subsidiary commencing as of such date.

19.43  "Substitute Award" means a Substitute Option, Substitute S
Share or Substitute Stock Unit granted in accordance with the terms of the Plan,

19.44  "Substitute Option" means an Option granted in substitutio

of, an option granted by another entity to purchase equity securities in the granting entity.

e Company and an
ion.

uivalent of one Commeon
Company and the recipient
ck Units.

v} in an unbroken chain of
corporation in the unbroken

Eses of stock in one of the
a date afier the adoption of

AR, Substitute Restricted

n for, or upon the conversion
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19.45 "Substitute SAR" means a SAR granted in substitution for, or upon the conversion of, a
stock appreciation right granted by another entity with respect to equity securities in the granting entity.

19.46 "Substitute Restricted Share" means a Restricted Share granted in substitution for a
restricted share granted by another entity with respect to equity securities in the granting entity.

19.47  "Substitute Stock Unit" means 2 Stock Unit granted in substitution for, or upon the
conversion of, a stock unit granted by another entity with respect to equity securities in the granting entity.

19.48  "Ten Percent Sharcholder" means any person who, directly or by attribution under
Section 424(d) of the Code, owns stock possessing more than ten percent (10%) of the total combined voting power
of all classes of stock of the Company or of any Parent or Subsidiary on the date of Opticn grant.

ARTICLE20 EXECUTION.

To record the adoption of the Plan by the Board, approval by the Company's shareholders of the
Plan effective on November 17, 2003, approval of the amendment adopted by the Company's shareholders effective
on November 15, 2004, and approval by the Board of this amendment and restatement of the Plan on September 22,
2007 and approval by the Company's shareholders of such amendment and restatement on November 13, 2007, the
Company has caused its duly authorized officer 10 execute this document in the name of the Company.

OVERLAND STORAGE, INC.

By:
Title:
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Date
September 6, 2003

November 17, 2003

September 29, 2004

November 15, 2004

September 22, 2007

November 13, 2007

Overland Storage, Inc.
2003 Equity Incentive Plan
PLAN HISTORY

Action
Adopted by Board of Directors, subject to shareholder apgroval.

Approved by Shareholders. Effective Date of Plan.

Amendments approved by Board of Directors, subject to sharcholder approval: (i)
increase in Common Shares reserved for issuance over the term of the Plan by
1,000,000 shares; (ii) addition of a requirement that any Common Shares to which
Restricted Shares or Stock Units pertain shall be counted against the reserve as two (2)
Common Shares for every one (1) Common Share subject to such Awards, and (i)
deletion of the limitation formerly set forth in Section 3.3 {limiting the number of
Restricted Shares and Stock Units.

Amendments approved by shareholders. Effective date of amendments.

Amended and Restated Plan approved by Board of Directprs, subject to shareholder
approval. Amendments: (i) increase in Common Shares r|eserved for issuance over the
term of the Plan by 1, 300,000 shares; (ii) shorten maximlilm Option and SAR term life
to 6 years from date of grant; (iii) cancel certain Options with the Common Shares
underlying such Options not returning to the Plan for purg oses of future Awards; (iv)
include additional examples of qualifying performance crjteria; and (v) make certain
other administrative amendments and clarifications.

Amended and Restated Plan approved by sharcholders.
(Pending)
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EXHIBIT A
CANCELLED OPTIONS
Option Number Per Share
Optionee Name Grant Date of Shares Exercise Price Plan Name
Robert Degan 1720/2003 22,000 $14.75 2000 Stock Option Plan
3/3/2005 12,000 $14.67 2003 Equity Incentive Plan
Robert Farkaly 6/25/2003 5,000 $20.25 2000 Stock Option Plan
11/18/2004 5,000 313,98 2003 Equity Incentive Plan
Mike Gawarecki 4/21/2000 20,000 $10.00 1997 Stock Option Plan
7/10/2002 52,500 $13.50 2000 Stock Option Plan
11/17/2003 10,000 $19.33 2003 Equity Incentive Plan
11/15/2004 31,400 $14.29 2003 Equity Incentive Plan
Kurt Kalbfleisch 4/21/2000 8,000 $10.00 1995 Stock Option Plan
71212003 10,000 $20.13 1995 Stock Option Plan
11/18/2004 3,500 $13.98 2003 Equity Incentive Plan
Vernon LoForti 4/21/2000 20,000 $10.00 1997 Stock Option Plan
7/10/2002 60,000 $13.50 2000 Stock Option Plan
11/17/2003 10,000 $19.33 2003 Equity Inceative Plan
11/15/2004 29,700 $14.29 2003 Equity Incentive Plan
Scott McClendon 1/20/2003 11,000 $14.75 2000 Stock Option Plan
11/17/2003 18,000 $19.33 2003 Equity Incentive Plan
11/1572004 18,000 $14.29 20603 Equity Incentive Plan
Michael Norkus 8/11/2004 4,500 311.05 2003 Equity [ncentive Plan
11/15/2004 18,000 $14.29 2003 Equity Incentive Plan
Robert Scroop 7/10/2002 60,000 $13.50 2000 Stock Option Plan
11/17/2003 10,000 $19.33 2003 Equity Incentive Plan
1171572004 29,700 $14.29 2003 Equiry Incentive Plan
Total Shares Cancelled 468,300
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Board of Directors

ROBERT A. DEGAN
Private Investor
Director Since 2000

VERNON A. LOFORT
President ond CEQ
Overland Storoge, Inc,
Director Since 2007

9 Board

SCOTT McCLENDON
Chairman

Overland Storage. Inc.
Director Since 1991

MICHAEL NORKUS
President

Alliance Consulting Group
Director Since 2004

Corporate Management

VERNON A. LOFORTI
Presicdent and
Chief Executive Officer

ROBERT FARKALY
Vice President
Worldwide Sales

W. MICHAEL GAWARECKI
Vice President
Operations

KURT L. KALBFLEISCH
Vice President
Intedm Chief Financial Officer

Shareholder Information

ANNUAL MEETING

The annual meeting will be held
at ¢ a.m. on Tuesday, November
13th at Overland Storage, Inc.
4820 Overland Avenue

San Diego, Cdlifornia 92123 USA

STOCK INFORMATION
Overland’s Common $tock
trades on NASDAQ Global Select
Symbol; OVRL

Important Notice: Overland’s Annual Report on Form: 10-K for tho yoar andod June 30, X007 is enclosed herewith and co

TRANSFER AGENT AND REGISTRAR
wells Fargo Shareowner Services
141 North Concord Exchange
South St. Pqul, Minnesota 55075
800-448-9714

INDEPENDENT ACCOUNTANTS
PricewaterhouseCoopers LLP
750 B Street, Suite 2900

Son Diego. California 92101

CORPORATE COUNSEL

Sheppord Mulin Richter & Hampton
12544 High Bluff Drive, Suite 300
San Diego, California 92130

Of Directors

WILLIAM J. MILLER

Independent Consultant

'Director Since 2006

IROBERT 4. SCROOP
Vice President
New Product Delivery

[INVESTOR INFORMATION
Overland's fiings with the
Securities and Exchange
Commission are available,
free of charge, upon
request 1o the Investor
JReloiions Depariment or
through Overland's web
site, They are also available
through the SEC's EDGAR
site O http://www.sec.gov
or through links to the
Compaony's home page.
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NORTH AMERICA

4820 Overland Avenue
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